SEB GROUP – COUNTRY RISK ANALYSIS

A change in leadership has reduced political risk considerably. Steps have been taken to
reorient economic policies, including adopting a more restrictive budget. It remains to be
seen if the new leadership will be able to push through its reform agenda despite divisions
within the ANC and general elections in 2019. Meanwhile, economic activity has picked-up
although growth remains low relative to the country’s level of development.

Country Risk Analysis
Summary
The change in political leadership at the end of 2017 has reduced political uncertainty
considerably which has been reflected in a marked improvement in financial market
and business sentiment.
Meanwhile, GDP growth has been roughly as expected and thus still low considering
South Africa’s income levels. Activity has recently accelerated which together with
the political changes has prompted forecasters to lift the near-term GDP forecasts. It
remains to be seen if the new leadership will be able to implement its planned
structural reforms which are crucial in
order to get economic growth back on a
higher and more stable path in the
medium-term.
Fiscal policy, which is governed by a
sound framework, is geared towards a
gradual reduction of the budget deficit
and a stabilisation in the government
debt/GDP ratio. This is important as
government debt is higher than in peer
economies and on a rising trend. Recent
political changes have yielded a more
credible commitment to the fiscal
targets.
With lower downside risks associated with domestic politics, the main risks are
related to external developments such as global trade tensions. This could slow
economic growth and make it more challenging to reduce the public sector deficit
and to stabilise government debt. The major rating agencies cut the sovereign credit
ratings in 2017, before the change in political leadership.
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Recent economic developments
Economy showing small improvements. Economic growth has been only 1.5% 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 have been one part of
the explanation. However domestic constraints such as political uncertainty, poorly
functioning labour and product markets, inadequate power supply and badly
managed state-owned enterprises also contributed to the sub-par performance.
In 2017, GDP growth accelerated to 1.3% from upwardly revised 0.6% in 2016. This
was in line with our expectations. This being said, revisions to historical data and
strong growth at the end of 2017 imply that the economy could be in a slightly better
shape than expected. Consequently, analysts have been revising their near-term
forecasts upwards in the past months. This being said, as the population normally
increases about 1.5% per year, the past year’s performance still means that GDP per
capita fell for the sixth consecutive year.
Inflation has dropped to long-term lows. Sluggish economic activity coupled with
an appreciation of the currency since late 2016 have worked to ease price pressures.
Headline inflation recently dropped to 3.8%. Meanwhile, more than a quarter of the
population remains unemployed.
Improved financial market sentiment.
Financial market participants have
reacted positively to the political
changes and to the subsequent reorientation of economic policies. The
exchange rate has strengthened while
bond yields and CDS spreads have
declined quite markedly since late 2017.
Portfolio inflows have also been
registered in early 2018 despite market
jitters that have sparked outflows in
many other emerging markets.
External deficit declined. Commodities
dominate South Africa’s export basket, in particular gold and platinum.
Consequently, the recovery in global commodity prices starting in early 2016 has
contributed to improved terms of trade. This favourable development continued in
2017. Despite fairly strong imports, the trade balance was in surplus which helped to
limit the current account deficit to just above 2% of GDP, the lowest in several years
and broadly in line with similarly rated economies. Annual transfers to Southern
Africa’s Custom Union amounting to about 1% of GDP continue to weigh on the
deficit.
High and rising portfolio inflows. Foreign direct investments are relatively low and
a significant part of the current account deficit is financed through portfolio flows.
Non-resident portfolio inflows (mostly locally denominated government bonds and
equities) doubled in 2017. This was sufficient to increase foreign exchange reserves
with the central bank during the year. At about 50 USD bn they are equivalent to
more than 5 months’ of imports. This should be considered adequate given the
commitment to a floating exchange rate. The share of local currency denominated
government debt held by foreigners is high and rising, making the financing of the
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economy vulnerable to shifts in global investor sentiment. On the other hand
external debt in the economy at less than 50% of GDP is low to moderate compared
to peers in similar risk classes.

Economic policies
Government balances deteriorated in 2017. The country’s fiscal policy framework is
considered robust and better than average for most similar emerging markets.
Although the government has built a track record in managing its finances relatively
prudently, some deterioration was seen in 2017. The deficit rose to 4.2% of GDP from
3.3%. At the end of the fiscal year in March 2018 the government expects the deficit
to have reached 4.3% of GDP (-3.6% in the previous FY).
Budget signals tightening ahead. The
presentation of the budget for fiscal
year 2018/19 in February 2018 was the
new government’s first opportunity to
signal a concrete change from the past.
Most analysts concluded that the
budget plan, aiming to reverse some of
the past year’s deterioration and to
stabilise government debt/GDP, was
credible and built on reasonable
assumptions. Nevertheless, many
cautioned that very low growth
environment could make
implementation challenging. Another
risk is that planned tax hikes could put a break on the economy.
Government debt is the key fiscal weakness. General government debt is estimated
to have risen to 53% of GDP by the end of 2017 (IMF definition). The authorities
expect that the announced budget measures will stabilise government debt at about
56% of GDP by early 2021. Observers such as the IMF are less sanguine and forecast
that the debt/GDP ratio will continue to rise gradually beyond that point. Low
economic growth makes the government’s debt burden more challenging. The
composition of the debt is a mitigating factor as it is mainly local currency
denominated (90%) and has a long average maturity.
Contingent liabilities are important. Coming on top of the headline fiscal numbers
are contingent liabilities to the government from the poorly governed large stateowned enterprises (SOE), in particular from the non-investment grade rated
electricity giant Eskom. New capital injections in the giant should not be excluded.
This being said, the government has taken some important steps to improve
governance in several SOEs.
Banking sector relatively strong. In this still rather weak economic environment, the
banking sector remains a relatively bright spot. Limited competition among banks
and strong supervision is contributing to banks being well capitalized and relatively
profitable, although lower interest rates have reduced profitability recently.
Political and policy uncertainty has decreased. Political risk has declined following
the election of Cyril Ramaphosa as new president of the ANC, and subsequently the
country’s president following the resignation of Mr Zuma. Economic policy should
now be more coherent and fiscal policy more prudent than we expected at the time
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of our previous analysis. It is important to note that although Ramaphosa enjoys
strong support from senior ANC members, divisions within the party remain. This
may become increasingly evident in the run-up to the general elections in 2019. The
division, and hence need to balance renewal with continuity, was reflected in the
composition of the newly formed government. Although important allies of Zuma
were ousted and several of the former president’s severe critics were reappointed to
the new cabinet, several Zuma allies including his ex-wife were awarded top
positions.
External rating agencies cut sovereign ratings in 2017. All three major rating
agencies cut their sovereign credit ratings in 2017. Several arguments referred to a
worsening political situation which, in their view, would pose risks to government
finances and undermine the investment climate. It is noteworthy that the
downgrades occurred before the resignation of Zuma. In March 2018, Moody’s
confirmed its investment grade rating.

Outlook
Brighter outlook in the near-term. Less political uncertainty and assumptions about
more business friendly and fiscally sound policies contribute to a slightly more
positive near-term outlook for the economy than we have previously had. Recent
upticks in business sentiment could indicate firms are contemplating resuming
investment activity. GDP growth is expected to rise to 2% in 2018. This would still be
a low growth rate considering South Africa’s level of development and not likely to
have a material impact on the high level of unemployment.
Long-term outlook depends on reform implementation. Growth prospects in the
medium and long-term are much more uncertain. The central bank (SARB) estimates
that South Africa’s potential growth rate is 1.3%. An indicator aiming at capturing
the economy’s longer-term productivity and economic growth potential is the World
Economic Forum’s (WEF) competitiveness index. In WEF’s most recent ranking,
South Africa fell several notches and ranks close to Hungary and Slovakia but is
clearly lagging for example Turkey. There are several long-standing supply-side
constraints to growth. They include poorly functioning labour and product markets,
inadequate infrastructure, poorly governed state-owned enterprises and an
education system that is below the standards of most regional peers. If these
structural problems are not addressed in the coming years, economic growth should
remain very sluggish, which would naturally weigh on government debt metrics.
Risks to main scenario from external developments. With domestic political risk
having declined, risks to our main scenario are mainly of external character. The key
would probably be an escalation of global trade tensions. This would dampen
exports and economic growth globally, and would also normally 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. This being said, domestic political uncertainty
remains an important risk. Public frustration with large income disparities and high
poverty and unemployment could easily spark rising political tensions and policy
paralysis.
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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 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.
Skandinaviska Enskilda Banken AB. All rights reserved.
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