SEB – COUNTRY RISK ANALYSIS

High political and policy uncertainty has weighed on economic activity leading to sub-par GDP
growth. Despite an expected cyclical upswing in 2017, the relatively low growth environment is
making it increasingly challenging to rein in a rising government debt. Political infighting is also taking
attention away from implementing structural reforms to improve medium-term growth.

Country Risk Analysis
Summary
Growth in the South African economy has decelerated markedly since 2011 which
clearly contrasts to developments in regional peers and its main trading partners.
Many observers have noted that this decoupling is not merely of a cyclical character.
Although the weak commodity price cycle has been important, and although a
severe drought has weighed on economic activity, the slowdown mainly reflects
political and policy uncertainty. Infighting within the ruling ANC party has led to an
environment where businesses and households are reluctant to invest and spend. In
addition, and perhaps more importantly, the infighting has taken the focus away
from implementing structural reforms which are crucial in order to get economic
growth back on a higher and more stable path.
The political uncertainty escalated recently in an extensive make-over of the cabinet
of ministers, including the ousting of a much respected finance minister. We
conclude that the probability of meaningful economic reforms being implemented in
the near-term has declined.
Meanwhile, fiscal policy, which is governed by a sound framework, is targeting a
continued gradual reduction of the budget deficit. This is important as government
debt is on a rising trend. Recent changes to the cabinet of ministers are putting the
government’s commitment to the fiscal targets in doubt.
Risks are mainly related to slower economic growth and the complications this
would have in reducing the public sector deficit and stabilising government debt.
Slower than expected growth could be due to weaker than expected demand among
trading partners or from weaknesses in global commodity prices. A more protracted
period of political and policy uncertainty would also depress growth.
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Recent economic developments
Economy stalling. Economic growth has been only 1.6% in the past five years, clearly
lower than among rating peers and a factor that has been weighing on country risk
for some time. External conditions, including weak demand among chief trading
partner, low commodity prices and a drought have been part of the explanation.
However domestic constraints such as political uncertainty, poorly functioning
labour and product markets, inadequate power supply and badly managed stateowned enterprises also contributed to the sub-par performance. In 2016, GDP growth
fell again, to 0.3% which was the slowest since the global financial crisis. With annual
population growth of about 1.5%, it means that GDP per capita fell for the fifth
consecutive year. 2017 has started off on a positive note indicating that the low point
most likely has been reached, and a moderate recovery lies ahead.
Inflation is high but has peaked. Inflation that started rising rapidly already in 2015
on the back of food price rises and the depreciating currency, remained elevated in
2016 at 6.3%. In early 2017 it was still above the central bank’s target of 3-6% but is
likely to have peaked, partly due to base effects. Meanwhile, more than a quarter of
the population remains unemployed.
Exchange rate strengthened on higher
commodity prices, dipped on politics.
The exchange rate recovered ground
in 2016 and early 2017, supported by
rising commodity prices, a shrinking
current account deficit and interest
rate hikes. Recent political turbulence,
however, has seen the rand plunge.
Moreover, the more sour market
sentiment has seen CDS rates and
bond spreads rise.
External deficit declined.
Commodities dominate South Africa’s
export basket and the country is a
leading exporter of gold and platinum. Consequently, the recovery in global
commodity prices starting in early 2016 have boosted exports while also contributing
to better terms of trade. At the same time, very weak domestic demand is reflected in
a contraction of imports. The resulting positive trade balance led to an improvement
in the current account balances to about -3.6% of GDP in 2016. This is still fairly high
compared to rating peers and reflects a structural deficit on the income account.
Annual transfers to Southern Africa’s Custom Union amount to about 1% of GDP.
Financing is sensitive to shifts in global risk sentiment. A significant part of the
deficit is financed through portfolio flows rather than more stable investments. In
addition, while foreign currency denominated debt is marginal, more than 30% of
the local currency denominated government debt is held by foreigners. This
naturally makes the financing of the economy vulnerable to shifts in global investor
sentiment. The comparably large foreign holdings are actually the main
vulnerability on the external side as external debt is moderate (around 45% of GDP)
and well in line with peers in similar risk classes. Roughly one third of this debt is
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owed by the government and another relatively high share consists of intra-company
loans.
Central bank reserves are adequate given flexible exchange rate. Moreover, central
bank foreign exchange reserves have been comparably stable recently at levels
equivalent to about 6 months’ imports. This is adequate given the commitment to a
floating exchange rate.

Economic policies
Poor progress on structural policies. South Africa’s key challenges are not related to
the economic cycle. Currently they are political. Political infighting during 2016 did
not only create uncertainty for businesses and households but it also delayed
progress on reforms necessary to restart economic growth. While a weak cyclical
recovery may be in the cards, there are several long-standing supply-side constraints
that will hinder any meaningful rise in economic activity. They include a poorly
functioning labour and product markets, inadequate energy and transport
infrastructure and an education system that is below the standards of most regional
peers.
Several sound ways to deal with these and other structural bottlenecks are included
in the “National Development Plan (NDP)” but implementation has been very
piecemeal. While progress has been made on improving electricity supply, many
would argue that recent policy steps relating to the labour market, including the
introduction of a minimum wage, have actually made the situation worse.
Fiscal policies on a slow consolidation path. The country’s fiscal policy framework,
on the other hand, is considered robust and better than average for most similar
emerging markets. The government has also built a track record in prudently
managing its finances. Accordingly, the past years’ gradual consolidation continued
in 2016 leaving the budget balance in a deficit to the tune of 3.3% of GDP. Current
budget plans envisage a further gradual reduction in the deficit in 2017 although the
very low growth environment could make this challenging.
Government debt is the key fiscal
weakness. Continued deficits in public
finances implied a continued rise in
government debt in 2016.General
government debt is estimated to have
risen to 51% of GDP by the end of the
year (IMF definition). Low economic
growth makes the government’s debt
burden more challenging. At the same
time, the composition of the debt is
relatively favourable as it is mainly
domestically denominated and has a
long average maturity.
Contingent liabilities on the rise.
Coming on top of the headline debt numbers are contingent liabilities to the
government from the debts of large state-owned enterprises, in particular from the
non-investment grade rated electricity giant Eskom. These have risen in the past few
years. Consequently, we believe government debt as a share of GDP is likely to
continue to climb in the near-term.
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Banking sector relatively sound. Given the poor economic environment, the
banking sector remains a relatively bright spot. Profitability in the sector has risen
recently and capital adequacy has improved. The share of non-performing loans has
continued down although signs are that the ratio has bottomed.
Political and policy uncertainty has risen further. Political risk rose in 2016 as
divisions within the governing ANC party deepened. The split in the party runs
along several lines, including urban and rural factions and along traditional and
modern views. Wider dissatisfaction with the government’s policies helped the
opposition make historical gains in the 2016 municipal elections. The ANC tensions
recently escalated when President Zuma unexpectedly made sweeping changes to
his cabinet of ministers, including firing finance minister Gordhan who has been seen
as the anchor of stability for the economy, standing for a prudent fiscal policy and
anti-corruption.
Sudden moves in a radical policy direction are not seen as very likely in the nearterm. The new finance minister has stated he intends to stick to the fiscal framework
and the current budget. At the same time, risks of a more radical approach, including
a deviation from the path of fiscal consolidation, have risen and this could very well
materialise closer to presidential elections in 2019. President Zuma is likely to cling
on to the presidential post until the elections.
Increasing policy uncertainty, in turn, likely means an extended period of reluctance
of corporates to invest which may depress economic activity. Slower growth will
make it increasingly challenging to meet the fiscal targets. Moreover, risks have also
risen that the implementation of meaningful structural measures is delayed.
External rating agency cut sovereign rating. Standard&Poor’s and Fitchratings
reacted to the latest political developments and downgraded their sovereign credit
rating to non-investment grade, and maintained a negative outlook. Financial market
reactions to the downgrade were relatively muted as it was largely expected.

Outlook
Cyclical recovery in the near-term. South Africa’s challenges are not related to the
economic cycle. They are political in the near-term and structural in the mediumterm. Political and policy uncertainty was high during 2016, weighing heavily on
business sentiment and investment and we expect that it will be the main
impediment to economic growth in 2017 too. Despite this, high frequency indicators
point to an ongoing cyclical recovery and we expect a marked acceleration in GDP
growth to about 1% in 2017. This is broadly in line with the government’s 1.3% and
the central bank’s 1.1% forecasts.
Medium-term outlook remains lacklustre. We assume that political uncertainty
declines somewhat following the Presidential election in 2019. The economy should
also be supported by a recovery in global trade. However, we expect only limited
progress on mending the deep structural weaknesses that are holding back the
growth potential. The SARB and most other observers have reduced their estimates
of long-term trend growth. Most would now agree that South Africa’s potential
growth rate is around 1%.
Downside risks from lower growth and policy inertia. On the external side, a key
risk is a hard landing in the Chinese economy, the second most important export
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destination for South African goods. Slower demand in China would normally also
put downward pressure on global commodity prices further depressing South
Africa’s export incomes. Slower economic growth would make it more challenging to
reach budget goals and stabilize public debt. On the domestic front, political risk
dominates. It is not difficult to imagine a scenario where political infighting deepens
further, puts a stop to the cyclical economic recovery, and forces the government to
deviate from their fiscal consolidation path.

External ratings:
Fitch: BB-/pos
Moody's: Ba3
S&P: BB-/pos
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Disclaimer
Confidentiality Notice
The information in this document has been compiled by SEB Merchant Banking, a
division within Skandinaviska Enskilda Banken AB (publ) (“SEB”).
Opinions contained in this report represent the bank’s present opinion only and are
subject to change without notice. All information contained in this report has been
compiled in good faith from sources believed to be reliable. However, no
representation or warranty, expressed or implied, is made with respect to the
completeness or accuracy of its contents and the information is not to be relied upon
as authoritative. Anyone considering taking actions based upon the content of this
document is urged to base his or her investment decisions upon such investigations
as he or she deems necessary. This document is being provided as information only,
and no specific actions are being solicited as a result of it; to the extent permitted by
law, no liability whatsoever is accepted for any direct or consequential loss arising
from use of this document or its contents.
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It
is a participant at major Nordic and other European Regulated Markets and
Multilateral Trading Facilities (as well as some non-European equivalent markets)
for trading in financial instruments, such as markets operated by NASDAQ OMX,
NYSE Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges,
Turquoise and Chi-X. SEB is authorized and regulated by Finansinspektionen in
Sweden; it is authorized and subject to limited regulation by the Financial Services
Authority for the conduct of designated investment business in the UK, and is
subject to the provisions of relevant regulators in all other jurisdictions where SEB
conducts operations.
SEB Merchant Banking. All rights reserved.
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