SEB GROUP – COUNTRY RISK ANALYSIS

Following a period of very low growth, the economy looks set for a gradual recovery.
Public finances remain a key country risk weakness as the recovery will do little to stop
government debt from edging up. Policy uncertainty has weighed on private investment
appetite but may decrease following upcoming elections.

Country Risk Analysis
Summary
Following a recession in the first half of the year, real GDP grew by a relatively
meagre 0.8% last year. Growth has averaged just over 1% in the past five years which
is lower than average among similarly rated countries. Low growth in GDP and per
capita incomes has been weighing on country risk for some time. Recovering exports
and improved confidence are expected to contribute to a very gradual pick-up in
2019.
Lower economic growth last year weighed on government revenues and lifted the
debt to GDP ratio. Public finances are governed by a sound policy framework but the
debt metrics and significant contingent liabilities remain a key country risk
weakness.
On the external side, the country’s persistent current account deficit has normally
been financed by portfolio flows making the economy vulnerable to shifts in global
investor sentiment. However, net foreign direct investment rose significantly in 2018,
perhaps reflecting expectations of improving policy clarity. Domestic private
investment activity remains muted, largely due to policy uncertainty.
Political risk is moderate. General elections are due in May. It is widely expected that
the ANC will come out as winners again which may open up for Cyril Ramaphosa’s
government to accelerate the hitherto very gradual pace of economic reform. Other
risks are related to external developments that risk slowing economic growth, and
the challenges that this would pose in reducing the public sector deficit and
stabilising government debt.

Recent economic developments
Growth remains relatively low. Real GDP growth slowed to 0.8% in 2018 from 1.4%
following a recession in the first half of the year. Recovering exports were the main
growth engine that helped stabilise the economy towards the end of the year.
Economic growth has been 1.1 % in the past five years, lower than among rating
peers and clearly lower than what is required to come to grips with the country’s
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social and labour market challenges. Consequently, the growth performance has
been weighing on country risk for some time. As the population normally increases
about 1.5% per year, the past year’s performance has resulted in very small
improvements in GDP per capita.
Moderate inflation, high unemployment. Sluggish economic activity and falling
fuel prices worked to ease price pressures towards the end of 2018 resulting in an
average inflation of 4.6%. Meanwhile, more than a quarter of the population remains
unemployed.
Financial markets concerned about
deficits. Optimism in financial markets
following the appointment of Cyril
Ramaphosa as new president in early
2018 was short lived. First, sentiment
towards emerging markets in general
turned sour in 2018 putting pressure on
South Africa’s rand. Second, domestic
woes, including large twin deficits and a
level of reserves often perceived as low,
contributed to a depreciation that was
among the largest of all emerging
economies, and to rising bond yields.
Parts of the depreciation reversed and interest rates came down towards the end of
the year.
Persistent current account deficits. The current account deficit rose last year to
nearly 4% of GDP, partly due to higher oil prices, and is expected to remain around
these levels in the near-term as imports strengthen. For several years, the deficit has
been financed by debt and equity flows. Inward foreign direct investments (FDI)
have been low and over shadowed by investments made out of the country.
However, in 2018 inward FDI rose significantly yielding a positive net flow. Reserves
at the central bank rose slightly during the year. Although they barely cover
outstanding short-term external debt, they are equivalent to more than 5 months of
imports. This should be adequate given the country’s flexible exchange rate.
External debt is moderate. External debt as a share of GDP has risen over the past
years as non-residents have stepped up purchases of government securities
denominated in rand. It is expected to stabilise at about 50% of GDP in 2019.

Economic policies
Fiscal deficits remained high in 2018. The country’s fiscal policy framework is
considered robust and better than average for similar emerging markets.
Nevertheless, general government budget deficits have been over 4% of GDP in the
past few years. In the fiscal year ending in March 2019, our house forecasters Oxford
Economic expect an increase in the consolidated budget deficit to 4.2% of GDP, a
reflection of lower economic activity driving revenues lower than budgeted. The
budget for the fiscal year starting April envisages some loosening of the fiscal stance.
The headline deficit is budgeted at 4.4% of GDP, partly a consequence of stepped up
aid to the power monopoly Eskom.
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Rising government debt is important fiscal weakness. General government debt is
estimated to have risen to roughly 56% of GDP by the end of 2018 (IMF definition). A
continued rise is on the cards as the authorities recently delayed a planned
stabilisation of the debt. Now the debt ratio is expected to increase up to fiscal year
2023/24 when it should breach the 60% of GDP limit. Even the current level of
government debt is higher than average among risk class peers. A mitigating factor is
that the debt is mainly denominated in local currency which limits the impact of a
depreciating currency. However, about 40% of the local currency debt is held by nonresidents. While this may help to improve liquidity, it also increases the vulnerability
to shifts in global investor sentiment.
Contingent liabilities are important. For a complete assessment, the headline fiscal
numbers should be complemented by contingent liabilities to the government from
the poorly governed large state-owned enterprises (SOE). For example, in early 2018
outstanding government guarantees for Eskom and South African Airlines
amounted to about 7% of GDP. The government has taken several important steps to
improve governance in the SOEs. However, new malpractices continue being
revealed and several of the companies are requiring capital injections.
Power company Eskom in focus. By far the most important is the large state power
monopoly Eskom whose financial troubles has pushed it to the brink of collapse. The
company manages the country’s coal-fired plants which provide most of the power
generated in the economy. Recently the authorities unveiled the largest bailout in the
country’s history for Eskom as they will inject roughly USD 4.8 bn over three years to
stabilise the company’s USD 30 bn debt. The capital injection is partly financed by
cost cutting measures. The company may well require further financial support.
Banking sector relatively strong. The banking sector is relatively large with total
assets equivalent to more than 100% of GDP. It is well capitalised and profitable on
average and therefore does not markedly affect our view on country risk. A key
vulnerability remains banks’ exposures to large state-owned enterprises.
Monetary policy in difficult balancing act. The policy environment was challenging
in 2018 as economic growth remained low but inflation was pushed up by higher oil
prices and the depreciating currency. The flexible exchange rate worked as an
efficient shock absorber. However, with headline inflation in the upper half of the
central bank’s 3-6% target range, the Reserve Bank hiked interest rates at the end of
2018. We expect the central bank to leave rates at 6.75% for the remainder of 2019.
Elections in May unlikely to lead to major policy changes. The switch from Mr
Zuma to the more business friendly Cyril Ramaphosa as the country’s President in
early 2018 reduced political risk. However, the change may not have yielded as quick
a change as some had hoped for and policy uncertainty is still high. Despite yet
another reshuffling of the government, several allies of the former president Zuma
remain in office. This creates policy uncertainty and acts as a brake on the pace of
economic reform. Some reform proposals relating for example to land expropriation
and to nationalising the central bank has created concern, not least among foreign
investors. General elections are due on May 8. It is widely expected that the ANC
will come out as winners again. The outlook beyond the elections largely depends on
wheather Ramaphosa can unite the ANC behind efforts to clean up corruption and
reduce policy uncertainty.
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Structural issues
Despite the political transition, many private investors are largely on the side lines,
awaiting not only policy clarity but
probably also improvements to the
business climate, to infrastructure, and
corruption. Delays in implementing
reforms in these and similar areas may
be reflected in relatively weak readings
in some governance related indicators.
For example, South Africa has declined
in Transparency International’s
corruption perception index for three
consecutive years.
Furthermore, according to the World
Bank’s doing business index, South
Africa has fallen in the rankings and
now lag India. Finally on this point, a sharp fall in the World Economic Forum’s
competitiveness ranking of the country over the past years is another reflection of the
economy’s long-standing supply-side constraints. Constraints also include poorly
functioning labour and product markets, poorly governed state-owned enterprises
and an education system that is below the standards of most regional peers.

Outlook
Gradual economic expansion in the near-term. GDP growth is expected to rise to
1.3% in 2019, lifted by rising exports and by decreased policy uncertainty following
the elections. This would still be a low growth rate considering South Africa’s level of
development, and is not likely to have a material impact on the high level of
unemployment. Consensus forecasts are slightly lower while the government is
marginally more optimistic forecasting a growth rate of 1.5 and 1.7% for the coming
two fiscal years. On the fiscal side, the government has budgeted a 4.5% of GDP
deficit for the fiscal year April 19/March 20. Possible additional financial support to
Eskom implies a risk to meeting that target. Also, if economic growth turns out more
in line with consensus, revenues may also turn out slightly lower than budgeted.
Risks to main scenario from external developments. South Africa’s dependence on
foreign funds makes the economy vulnerable to a change in global investor
sentiment. A tightening of global financial conditions would drive up the cost of
borrowing and could spark capital outflows. Possible triggers could be unexpected
changes in Fed policy or broader emerging market concerns. A downgrade from
Moody’s, which is the only credit rating agency who rates the sovereign investment
grade, could be another trigger. A sub-investment grade by all major rating agencies
would lead to the exclusion from global bond indices, triggering forced sales of
government bonds.
Domestic political risk. Although policy uncertainty is expected to decrease over
time, political risk remains important. 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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