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ANOTHER PIVOTAL
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OLD MUTUAL MULTI-MANAGERS

Almost every Budget Speech of the past decade has been called “pivotal”, “make or break” or something
similar. And yet the great pivot never seems to arrive. Except for the brief post-Covid commodity boom, a
decisive change in the country’s fiscal dynamics has yet to materialise.

Instead, government debt levels have increased sharply. Year after year, the Budget has projected a stabilisation
of the debt-to-GDP ratio, and yet it still rises. It is not high by international standards, as chart one shows, but
stands out for how quickly it has increased in the last decade.

CHART 1: GOVERNMENT DEBT-TO-GDP RATIOS
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Thatis not because National Treasury lacks intent. Rather, it does not control all the levers of government finances,
and external circumstances have not been helpful, particularly when Covid hit.

Importantly, National Treasury does not set wage increases for public servants. It isanother government department
that leads the negotiations with public sector unions, and ultimately it is a political, not technocratic decision that
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determines the outcome. Successive rounds of wage
agreements have been higher than what was pencilled in
by Treasury, though there was some claw-back when wages
were frozen during the pandemic, breaking the steady
upward trend. The other problem has been the ongoing
need to provide financial support to struggling state-owned
Enterprises that are not viable on their own anymore. Eskom
and Transnet bailouts were necessary due to their critical

THE BIG PROBLEM

role in the South African economy (further support for
Transnet could be announced this week). However, support
for other entities like SAA and the Post Office are arguably
overtly political, since they could easily be replaced by private
companies. The introduction of free tertiary education for
low-income students in 2017 was also an unbudgeted
political decision imposed on Treasury.

But the biggest problem Treasury had to contend with is
simply that the economy has underperformed expectations
from 2014 onwards. Weaker-than-expected growth means
lower- than-expected tax revenues — not helped by the
hollowing out of SARS’ capacity during the Tom Moyane
years (now thankfully largely reversed).

The current fiscal year (2023/24) has not been different.
Although economic growth in 2023 has largely been as
expected (the February 2023 Budget Speech forecast 0.8%
growth), corporate tax revenues have disappointed. This is
partly because of the big decline in commmodity prices,
particularly coal, from 2022 but also as 2023 was the worst
year for loadshedding on record. Companies had to spend
billions on running generators and investing in solar and
other alternative forms, denting their profitability.

OF INTEREST

Meanwhile, spending has been running somewhat ahead
of projections. This means the budget deficit —the difference
between spending and tax revenue that must then be
made up by borrowing — will be larger than anticipated in
the 2023 Medium-Term Budget Policy Statement (MTBPS).
Expressed as a percentage of GDP, the deficit could be
greater than 5%, compared to the 4.9% shown in the MTBPS.

Thisis politely termed ‘fiscal slippage’ by economists. While
the finance minister will reiterate plans to reduce the deficit
over the next three years, the larger new starting point
means that it will take longer to stabilise the debt ratio, with
a higher peak than the 77% forecast in November.

All this borrowing (more than R350 billion per year in new
debt, and more than R100 billion in redemptions) takes
place at very high interest rates. South African interest rates
have always been relatively high because inflation has been
rather high. However, in recent years we have seen real
borrowing costs rise as the bond market demands yields
to compensate for the perceived higher risk of lending to
the South African government.

And this creates a vicious cycle.

As chart two shows, the government'’s borrowing cost has
exceeded the economy's nominal growth rate over the past
decade. This is not a complete coincidence, since weaker
growth has caused higher yields due to concerns over fiscal
sustainability. Thisis a reversal from the usual international
pattern where lower growth drags yields down as inflation
expectations decline. Today, however, the South African
government borrows at 10% while national income only

grows at 6%. Left unchecked, this is a recipe for trouble.

CHART 2: SA ECONOMIC GROWTH AND GOVERNMENT BORROWING COST, %
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Therefore, the two most important things investors want
to see in the Budget are reforms that raise the economy’s
potential growth rate, and measures that will raise confidence
inthe longer-term fiscal outlook so that government bonds
yields can rerate — reducing effective borrowing costs. The
former can only really be done by letting go of state
monopolies and crowding in private investment and reducing
the regulatory burden on businesses (sadly there are still
politicians who believe we can regulate and legislate our
way to prosperity). There isn't money for a fiscal injection
into the economy, but improved public service delivery can
help. As for lowering bond yields, it is completely out of the
control of any official. The market will respond to evidence
that things are going in the right direction.

There is little room for substantial tax increases to close the
deficit, since South Africa’s tax-to-GDP ratio is already quite
high compared to peers. Instead, we will probably see
modest tax initiatives, perhaps a bit more than the R15
billion pencilled in by the MTBPS.

The heavy lifting will have to be on the spending side. Instead
of slicing away at the allocations to all government
departments, itis time for a wholesale review of departments,
agencies and programmes so that spending levels can be
brought in line with tax revenues and the government’s
scarce financial resources can be redirected to where it is
needed most and has the biggest impact. President
Ramaphosa promised such a thorough expenditure review,
but it will likely have to wait until after the election.

At the sametime, looming in the background, isthe perhaps
biggest increase in state spending in history if National
Health Insurance (NHI) is introduced. Well-intentioned as
it is, it cannot be accommodated in the current fiscal
framework. It will be important to see if the Budget makes
any provision for NHI this year. The NHI Bill has been passed
in parliament, despite objections that it is unworkable practically
and financially, but has not been signed into law yet.

Similarly, the current fiscal framework does not have room
for a Basic Income Grant. Over time, South Africa should
expand the safety net that supports the poorest and most
vulnerable members of society as funding becomes available.
At the moment, the best we can do is extend and somewhat

increase the R350 per month SRD grant, which the finance
minister is likely to do.

Importantly though, despite it being an election year, the
Budget will largely steer clear of populist measures. Despite
all the criticism one might have of fiscal policy in South
Africa, itis generally conducted within a sound framework.
There are limits to foreign currency borrowing (the Achilles’
Heel of so many developing countries) and guidelines for
the maturity profile of government debt (to avoid too many
bonds coming due at once). There is maximum transparency,
with a three-year planning cycle announced every February,
updated in October, including monthly spending and
revenue data releases in between. Also, there is no history
of election-driven fiscal cycles, unlike many other emerging
markets. These guidelines could be formalised into fiscal
anchors, legislated rules that could cap debt or deficit ratios,
or similar. This is something Treasury has been discussing
for some time asa means of enhancing fiscal policy credibility
(only if adhered to of course).

This also extends to the GFECRA, the gold and foreign
exchange contingency reserve account. GFECRA is effectively
the unrealised gains on South Africa’s foreign exchange
reserves, held by the Reserve Bank but accruing to the
government. The depreciation of the rand means this now
stands at R450 billion. Unlike in the rest of the world, there
hasn't been aregular transfer of these gains from the central
banktothe government. Treasury has been discussing the
matter with the Reserve Bank, and the finance minister is
likely to reference these ongoing discussions without making
any firm announcements.

In a nutshell, it would be beneficial to realise some of the
gains — perhaps around R100 billion — but there are
complexities. It would involve selling down forex reserves,
and by the IMF's estimates, South Africa’s forex reserves are
already on the low side. If, and when GFECRA gains are
transferred to Treasury, the communication will have to be
key, reiterating that the Reserve Bank's operational
independence remains intact, tall transfers will be done in
a transparent way, rules-based manner and that the proceeds
will be used for a specific goal, such as paying off debt. It
can help lower the debt burden, but it is not a silver bullet.
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INVESTMENT IMPLICATIONS

Most South Africans probably only follow the Budget to see
what happens to tax rates, with the “sin” taxes on alcohol
and tobacco usually getting disproportionate attention.
However, they should probably care more about what it
means for their retirement investments. The Budget is of
most direct relevance to the bond market as it determines
government's borrowing requirement, the size of bond
supply, and it is a statement about long-term fiscal
sustainability and default risk.

Substantial bond issuance can lower bond prices and raise
yields, but should be priced in already, judging by the
numerous detailed pre-budget analyses out there.

Default risk is a longer-term uncertainty markets grapple
with. Eventually, the rising interest burden might gettothe
point where the government of the day decides to prioritise
paying salaries, say, over making interest or capital payments.
A default would be extremely short-sighted, since the
government would cause tremendous damage to the
financial system with banks, pension funds and insurance
companies being large holders of government debt, even
more so in recent years as foreign investors have stepped

backed. But also, since it would still need to borrow money
after a default it cannot afford to alienate lenders.

To be clear, the risk of a default in the near future is extremely low.

Recent governments defaults occurred when interest
payments consumed 40% to 50% of tax revenues, whereas
it is currently 21% in South Africa (up from 12% a decade
ago). These defaults have also overwhelmingly been on
foreign currency debt. Servicing foreign currency debt is
difficult since the money needs to be earned internationally.
It is also difficult because liquidity can dry up in these
offshore bond markets. With around 90% of South African
government debt denominated in rands, the Reserve Bank
can provide liquidity to the local bond market to reduce
the risk of an accidental default.

The credibility of the Reserve Bank as an independent
long-term inflation fighter is a key anchor of domestic bond
valuations. Investors do not have to worry too much about
long-term inflation risks. After all, surprisingly high inflation
is a stealth default on the real value of debt commitments.

CHART 3: FTSE/JSE FINANCIAL & INDUSTRIAL INDEX RETURN DECOMPOSITION, JAN 2015 TO FEB 2024

138%

140%
120%

100%

97%

80%

60%

38%

40%
20%

3%

0%
-20%

-40%

Starting Dividend Yield Earnings Growth

The Budget matters for equities too, but indirectly. Elevated
borrowing costs have contributed to the depressed valuation
of South African equities, though of course itis not the only
factor, with commodity prices and China also playing a role.
Chart 3 shows a simple return decomposition of the
FTSE/JSE Financial & Industrial Index since January 2015.
The FINDI isadmittedly an imperfect proxy for SA Inc. since
it contains several large global companies. However, it is
still useful to consider. Earnings growth was 140% over this
period (10% annualised), but the valuation (the price:earnings
ratio) declined by 35%. This broadly corresponds to the 38%
increase in borrowing costs (as the 10-year government
bond yield rose from 7% to 9.8%). A decline in bond yields
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should eventually support a higher valuation for local shares,
but again won't be the only factor at play.

In summary, though this week sees another pivotal Budget
Speech, there will be no pivot. It will be a long hard slog to
get government finances on a sustainable footing, but the
finance minister will reiterate his commitment to doing so
and emphasise ongoing growth-enhancing structural
reforms. Cheap local bonds and equities (and the currency)
are only likely to rerate once these reforms gain traction.
For the time being, however, bond investors can still ‘clip
the coupon,’and should focus on the very juicy real interest
rates they are earning, rather than the ongoing price volatility.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Global MSCI World uss$ 32850 0.12% 2.50% 3.66% 17.70%
United States S&P 500 uss$ 5006.0 -0.42% 3.30% 4.95% 22.40%
Europe MSCI Europe us$ 2 024.0 1.25% 0.35% 0.20% 6.64%
Britain FTSE 100 us$ 9718.0 1.62% 0.38% -1.30% 114%
Germany DAX us$ 1604.0 1.33% 1.01% 1.35% 7.87%
Japan Nikkei 225 uUs$ 256.3 3.67% 3.79% 7.99% 23.92%
Emerging Markets MSCI Emerging Markets us$ 1016.0 2.01% 4.10% -0.78% 0.49%
Brazil MSCI Brazil uss$ 17010 0.71% 0.47% -5.50% 15.64%
China MSCI China us$ 53.0 3.74% 6.86% -4.51% -22.99%
India MSCI India us$ 967.0 1.30% 2.44% 4.88% 30.50%
South Africa MSCI South Africa us$ 380.0 1.06% -2.81% -8.43% -9.74%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

CURRENCY  INDEX VALUE WEEK

DESCRIPTION

MONTH-TO-DATE

YEAR-TO-DATE

1YEAR

All Share (Capital Only) All Share (Capital Index) Rand 73 616.0 0.26% -1.26% -4.26% -8.24%
All Share All Share (Total Return) Rand 12988.0 0.26% -1.26% -4.16% -4.74%
JSE Capped SWIX Capped SWIX (Total Return) Rand 31854.9 0.02% -119% -4.00% -3.30%
TOP 40/Large Caps Top 40 Rand 1n729.0 0.45% -1.30% -4.72% -6.32%
Mid Caps Mid Cap Rand 20 800.0 0.80% -1.78% -4.53% 0.29%
Small Companies Small Cap Rand 32 3910 -1.34% -2.52% -0.83% 5.56%
Resources Resource 20 Rand 4 306.4 2.50% -591% -11.42% -26.35%
Industrials Industrial 25 Rand 22184.0 -1.24% 1.26% -0.09% -115%
Financials Financial 15 Rand 12 476.0 1.00% -0.49% -3.37% 12.73%
Listed Property SA Listed Property Rand 18977 -1.71% -213% 1.81% 12.62%

FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK

MONTH-TO-DATE

YEAR-TO-DATE

T1YEAR

IBOXX Global Government S&P uss$ 753 -0.40%

Overall (USD Unhedged)

-197%

-3.95%

-2.41%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 939.3 -0.29% -0.88% -0.12% 7.45%
Government Bonds BESA GOVI Rand 9256 -0.31% -0.90% -0.14% 7.40%
Inflation Linked Bonds BESA CILI Rand 3466 -0.62% -0.88% -0.76% 717%
Cash STEFI Composite Rand 5541 0.16% 0.36% 111% 8.24%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 835 1.56% 3.05% 8.40% -1.80%
Gold Gold Spot us$ 2 013.0 -0.59% -1.28% -2.42% 9.52%
Platinum Platinum Spot us$ 908.0 4.01% -2.58% -8.00% -1.63%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 18.89 0.81% -1.07% -3.10% -3.79%
ZAR/Pound ZAR/CBP Rand 23.80 1.01% -0.38% -210% -8.49%
ZAR/Euro ZAR/EUR Rand 20.35 0.88% -0.69% -0.74% -4.72%
Dollar/Euro USD/EUR Us$ 1.08 0.00% 0.19% 2.22% -0.93%
Dollar/Pound USD/GBP us$ 1.26 0.21% 0.78% 0.78% -4.78%
Dollar/Yen UsD/IPY uss$ 0.01 0.62% 219% 6.50% 1214%

Source: I-Net, figures as at 16 February 2024

The Old Mutual Wealth Investment Note is published on a weekly basis to keep our clients and financial planners informed of what is happening in financial
markets and the economy and to share our insights. Markets are often very volatile in the short term and similarly, economic data releases or central bank actions
may cause concerns for investors. This does not mean that investors should take action based on the most recent events. It is better to be disciplined and remain
invested in well-diversified portfolios that are designed to achieve long-term objectives. Our Strategy Funds are actively managed, with asset allocation changes
based on valuations and in anticipation of future real returns, and not in response to the most recent market noise. The future is always uncertain and that is why

our Strategy Funds are diversified and managed with a long-term focus.
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document is for information purposes only and does not constitute financial advice in any way or form. It is important to consult a financial planner to receive financial
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