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May	 2016	 ends	 with	 the	 possibility	 of	 a	 ratings	 downgrade	 dominating	 the	 financial	 press.	 	 S&P	 and	 Fitch	 are	 due	 to
announce	their	 rating	of	South	Africa’s	sovereign	debt	 later	 this	week.	 	The	 low	economic	growth	 in	South	Africa	and	the
weakening	of	the	Rand	have	caused	increased	concerns	around	South	Africa’s	ability	to	meet	their	debt	obligations.
	
The	 ratings	agencies	assess	a	number	of	different	 factors	when	 they	attribute	a	 rating	 to	 the	country’s	 sovereign	debt.	
Some	of	 these	are	quantitative	and	others	are	qualitative.	 	One	of	 the	qualitative	 factors	 that	underpinned	our	 investment
grade	 rating	 was	 the	 strength	 of	 institutional	 framework,	 including	 the	 South	 African	 Reserve	 Bank	 and	 the	 National
Treasury.		The	political	manoeuvring	over	the	past	six	months	could	hardly	have	come	at	a	worse	time	and	have	added	to
the	negativity	and	have	had	a	negative	impact	on	the	ratings.
	
The	month	was	 once	 again	 a	 bad	month	 for	 the	Rand	 and	 the	weakness	was	 largely	 due	 to	 the	 ongoing	 threat	 to	 the
Finance	Minister	 and	 fear	 of	 a	 ratings	 downgrade.	 	News	 stories	 emerged	 that	Mr	Gordhan,	 the	 Finance	Minister,	 was
facing	 imminent	 arrest	 by	 the	National	 Prosecuting	Agency	which	 sent	 the	 currency	 into	 a	 tail-spin.	 	 If	 another	 Finance
Minister	is	replaced	it	would	send	the	wrong	message	to	international	investors	and	would	guarantee	a	downgrade.
	
Whilst	there	is	a	possibility	that	South	Africa	will	be	downgraded	on	Friday	many	market	participants	are	expecting	it	to	be
delayed	by	another	6	months	and	market	commentators	believe	that	unless	there	are	some	positive	changes	the	probability
of	 a	 downgrade	 is	 high.	 	 The	 ratings	 agencies	 may	 prefer	 to	 wait	 to	 see	 if	 the	 medium	 term	 budget	 plans	 could	 be
implemented	and	we	could	see		a	reduction	of	Government	expenditure.
	
The	 JSE	 tracked	 global	 markets	 higher	 during	 the	 month	 ending	 just	 off	 record	 highs.	 	 The	 volatility	 that	 one	 has
experienced	over	the	past	18	months	continued	as	the	gains	were	mainly	in	the	industrials	sector	which	has	lagged	year	to
date.
	
If	South	Africa’s	sovereign	debt	is	downgraded	there	may	be	big	swings	in	the	currency	and	the	markets.		For	the	most	part
however	a	downgrade	is	already	priced	in	so	short-term	movements	will	purely	be	a	knee	jerk	reaction	and	investors	should
not	panic	and	the	markets	and	currency	should		revert	back	to	the	current	levels.
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THE	NATURE	OF	THE	SOUTH	AFRICAN	ECONOMY
	
We	regularly	state	in	our	monthly	newsletter	that	South	Africa	is	a	commodity	based	economy.		In	this	month’s	Product	in
Focus	we	will	analyse	the	components	that	contribute	to	the	Gross	Domestic	Product	and	confirm	this.		We	will	also	show
	that	over	time	we	are	becoming	a	more	rounded	economy.
	
The	 Mirriam-Webster	 dictionary	 defines	 an	 economy	 as	 “the	 process	 or	 system	 by	 which	 goods	 and	 services	 are
produced,	sold,	and	bought	in	a	country.”		Economies	are	often	measured	by	calculating	Gross	Domestic	Product	(GDP)
which	is	the	total	value	of	all	goods	and	services	produced.
	
The	 total	GDP	 of	 South	Africa	 has	 recently	 fallen	 behind	 that	 of	 Egypt	which	 now	makes	South	Africa	 the	 third	 biggest
economy	in	Africa	(behind	Egypt	and	Nigeria).		This	has	occurred	mainly	as	a	result	of	Rand	weakness	and	because	GDP
is	measured	 in	Dollars.	 	 The	 large	 depreciation	 of	 the	Rand	has	meant	 that	 the	Dollar	 value	 of	 the	 goods	 and	 services
produced	has	declined	significantly.
	
The	economy	of	a	country	often	 reflects	 the	history	and	geography	of	 that	 country.	 	Events	 like	 the	 industrial	 revolution
boosted	 the	 European	 nations’	 economies	 as	 manufacturing	 increased	 dramatically,	 with	 a	 knock-on	 improvement	 in
employment,	wealth	 and	 living	 standards.	 	Other	 countries,	 like	South	Africa,	 have	 relied	 on	 their	 natural	 resources	 that
cannot	be	produced	everywhere	in	the	world.
	
Certain	of	the	goods	and	services	will	be	consumed	in	the	country	of	origin	but	there	may	be	excess	supply	which	allows
these	goods	and	services	to	be	exported	to	other	countries	that	require	them.		Similarly	a	country	may	not	have	sufficient
supply	of	other	goods	and	services	 to	meet	 their	 consumption	demand	and	 they	would	need	 to	 import	 those	goods	and
services.
	
South	Africa	has	 large	diversified	mineral	wealth	and	mining	has	always	been	a	big	part	of	 the	economy.	 	As	our	mining
supply	far	outstrips	local	demand	we	have	always	been	big	exporters	of	raw	materials.		This	is	evidenced	if	one	looks	at	our
2015	export	statistics.
	

Mineral	Products	account	for	20.46%	of	all	exports	in	South	Africa	with	coal	and	electricity	accounting	for	the	biggest	portion
of	this	area.		The	second	biggest	contributor			is	Precious	Metals	which	include	diamonds,	gold	and	platinum.		If	we	add	iron,
steel	and	related	products	then	more	than	50%	of	our	total	exports	can	be	said	to	have	originated	from	under	the	ground.
	
A	mature	economy	has	a	number	of	different	 industries	and	 therefore	can	export	a	number	of	different	products,	without
being	too	reliant	on	any	individual	 industry.		Although	South	Africa	has	more	than	50%	of	exports	from	natural	resources,
over	time	there	has	been	good	steady	growth	in	a	number	of	smaller	industries	within	the	economy.
	
If	we	look	at	the	economy	20	years	ago	in	1995	we	were	more	reliant	on	natural	resources	than	what	we	are	today.
	

In	1995	the	totals	of	the	three	items	mentioned	above	accounted	for	approximately	62%	of	the	total	exports.		In	the	last	20
years	South	Africa	has	developed	a	far	bigger	automotive	industry	as	incentives	were	offered	through	the	DTI	programs.	
Manufacture	of	general	machinery	has	also	grown	at	a	far	bigger	pace.
	
We	would	expect	that	the	South	African	economy	will	continue	to	mature	and	become	less	reliant	on	natural	resources	in
future.		The	slowing	demand	globally	for	commodities	has	meant	that	investment	will	need	to	take	place	in	other	industries.	
In	 order	 to	 reduce	 the	 unemployment	 levels	 locally	 Government	may	 need	 to	 incentivise	 investment	 in	 certain	 sectors,
similar	 to	 the	 boost	 that	 the	 automotive	 sector	 got	 when	 the	 Motor	 Industry	 Development	 Programme	 (MIDP)	 was
implemented	in	1995.
	
The	South	African	economy	does	however	remain	the	most	developed	economy	on	the	continent,	even	though	Nigeria	and
Egypt	produce	greater	value	of	goods	and	services	in	terms	of	GDP.		Nigeria	are	in	a	very	precarious	position	of	having	all
their	 eggs	 in	one	basket.	 	They	have	substantial	 oil	 reserves	and	 their	 entire	economy	 is	 based	on	 the	export	 of	 these
reserves.		We	have	recently	seen	the	decreasing	oil	price	force	them	to	look	at	other	revenue	producing	opportunities	to
bring	in	income	into	their	economy,	which	include	the	imposition	of	substantial	fines	on	large	multi-national	companies.
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While	it	is	interesting	to	note	that	in	terms	of	GDP	in	US	dollars	we	are	now	classified	as	the	third	biggest	economy	in	Africa,
there	are	a	multitude	of	 factors	 that	need	to	be	 taken	 into	account	when	comparing	economies	of	different	countries.	We
would	rather	be	 in	 the	position	of	having	a	more	diversified	economy	and	a	higher	per	capita	 income	than	be	 the	biggest
economy	on	the	continent	that	is	reliant	mainly	on	one	product.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange • Trust	Administration

	
t:	011	453	3048 f:	011	453	0715 www.magwitch.co.za

	
Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.

	


