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Dear

	
Last	month	we	had	touched	on	the	fact	that	SAA	were	getting	another	bailout	and	it	seems	that	in	October	2017	we	just	had	more
evidence	of	mismanagement	and	poor	governance	within	a	number	of	different	state-owned-enterprises.
	
The	 big	 economic	 event	 of	 the	 month	 was	 the	 delivery	 of	 the	 2017	 Medium	 Term	 Budget	 Policy	 Statement	 by	 the	 Finance
Minister,	 Malusi	 Gigaba.	 	 To	 say	 that	 it	 wasn’t	 well	 received	 could	 be	 one	 of	 the	 understatements	 of	 the	 year	 with	 the	 Rand
weakening	 in	 excess	 of	 3%	 in	 the	 time	 it	 took	 for	 him	 to	 complete	 his	 speech.	 	 This	 budget	 represented	 a	 retreat	 from	 the
previously	planned	fiscal	consolidation	as	it	was	announced	that	there	would	be	further	funding	for	SAA	and	the	Post	Office	and
that	South	Africa’s	debt	level	would	increase.
	
The	Rand	finished	 the	month	at	 recent	highs	which	should	prove	 to	be	a	driver	of	 inflationary	pressure.	 	CPI	 increased	for	 the
second	 month	 in	 a	 row	 to	 5.1%	 year-on-year.	 	 The	 increase	 in	 inflation	 was	 mainly	 driven	 by	 an	 increase	 in	 fuel	 prices	 with
petrol	 and	 diesel	 price	 hikes	 of	 67	 and	 44	 c/litre	 respectively.	 	 It	 appears	 that	 fuel	 is	 going	 to	 continue	 to	 increase	 due	 to	 a
weakening	Rand	and	a	rising	oil	price.
	
Fortunately	the	stock	market	managed	to	shake	off	all	the	local	bad	news	by	following	global	stock	markets	up	to	all-time	highs.	
It	 is	 important	 to	note	 that	a	 lot	of	 the	growth	 in	 the	JSE	All	Share	 Index	has	been	driven	by	 the	 large	Rand	hedge	stocks	 that
benefit	from	the	weakening	Rand.		Shares	affected	by	the	local	economy	such	as	banks	and	retailers	came	off	and	may	be	under
pressure	going	forward.
	
Happily	we	can	end	this	month’s	economic	commentary	on	a	positive	note…	
	
If	you	are	a	Discovery	Health	member	and	uncertain	whether	you	should	change	your	medical	aid	plan	going	 into	2018,	why
don’t	you	come	join	us	for	a	free	presentation	where	we	look	at	Discovery	Health	and	Vitality	product	enhancements	for	2018;
pricing	changes;	and	provide	you	with	some	guidance	on	how	to	identify	whether	you	should	remain	on	the	plan	that	you	are	on
or	whether	you	should	consider	moving	up	or	down	a	plan	level.
Details:

Date	–	Friday,	17th	November	2017
Time	–	7:30am
Venue	–	Pirates	Sports	Club,	25	Braeside	Road,	Greenside
Cost	–	R0
RSVP	–	admin@magwitch.co.za
	
The	presentation	is	open	to	anyone,	young	and	old.		There	is	no	requirement	to	be	a	current	Magwitch	client.
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FINANCIAL	VIEW

	
WHAT	THE	2017	“MINI-BUDGET”	MEANS
	
In	 our	 Economic	 Overview	 we	 highlighted	 how	 poorly	 the	 2017	 Medium	 Term	 Budget	 Policy	 Statement	 was	 received	 (more
commonly	 referred	 to	 as	 the	2017	Mini-budget).	 	This	was	 the	 first	 insight	 into	which	direction	 the	new	Finance	Minister,	Mr
Malusi	Gigaba	would	take	in	his	balancing	of	the	books.
	
In	 the	 end	 the	 speech	 contained	 many	 negatives	 with	 no	 possible	 solutions	 provided	 on	 how	 the	 economy	 and	 the	 financial
position	of	South	Africa	is	going	to	be	improved.		The	press	following	the	mini-budget	speech	have	focused	on	why	this	is	likely
to	cause	a	ratings	downgrade	and	how	this	could	have	serious	consequences	for	South	Africa.		In	our	Financial	View	this	month
we	unpack	the	figures	presented	and	have	a	broad	look	at	the	state	of	South	Africa’s	finances.
	
How	the	country’s	finances	work
	
Similar	to	other	countries	in	the	rest	of	the	world	the	South	African	government	pays	for	certain	expenses.		Whether	these	are	the
salaries	and	wages	of	public	sector	employees;	whether	it	is	for	the	provision	of	policing,	health	care	and	education;	whether	it	is
for	 roads,	 railways	and	other	 infrastructure	–	 these	expenses	all	need	 to	be	 funded.	 	The	main	 funding	mechanism	available	 to
any	government	to	balance	their	books	is	how	much	revenue	they	can	collect,	generally	in	the	form	of	taxes.
	
In	an	 ideal	 scenario	 tax	 revenues	will	exceed	expenses	and	 thus	a	country	will	have	more	 than	sufficient	 income	 to	pay	 for	all
their	planned	expenses,	plus	some	unplanned	ones.		When	income	exceeds	expenses	this	is	known	as	a	budget	surplus,	and	when
there	is	insufficient	income	then	the	country	has	a	budget	deficit.
	
When	presenting	the	full	term	budget	or	the	mini-budget	the	Finance	Minister	will	provide	an	estimate	of	what	is	expected	to	be
collected	and	expended	over	the	next	4	years.		Because	both	budgets	are	presented	each	year	(Full	term	budget	end	of	February
and	mini-budget	at	the	end	of	October)	the	Finance	Minister	is	effectively	providing	an	update	of	what	was	previously	estimated.	
	He	will	also	provide	the	actual	results	of	the	previous	financial	year.
	
A	lot	of	the	negative	news	provided	in	the	2017	Mini-budget	focussed	on	the	downward	revision	of	previous	estimates.		Forward
estimates	 of	 tax	 collections	 and	 GDP	 growth	 were	 both	 revised	 downwards	 with	 a	 large	 adjustment.	 	 The	 South	 African
government	 expects	 to	 collect	 R210bn	 less	 in	 taxes	 over	 the	 next	 few	 years	 compared	 to	 what	 was	 originally	 estimated.	 	 The
lower	expected	tax	collection	is	as	a	result	of	lower	economic	GDP	growth	than	previously	estimated.
	
The	problem	South	Africa	has	 is	 that	 since	 the	2008	Global	Financial	Crisis	expenses	have	continued	 to	 run	ahead	of	 income.	
Revenue	collection	came	off	in	2008	as	a	result	of	the	worldwide	recession	with	reduced	corporate	profits	and	retrenchments	with
many	 individuals	 losing	 their	 jobs.	 This	 forced	 most	 South	 Africans	 to	 tighten	 their	 belts	 through	 the	 difficult	 times.	
Unfortunately	 the	South	African	government	were	unable	 to	 reduce	 their	expenditure	 in	2008	and	have	been	playing	catch	up
ever	since.
	

In	 order	 to	 balance	 their	 books	 South	 Africa	 needs	 to	 either	 increase	 their	 revenue	 or	 reduce	 their	 expenses.	 	 In	 reality	 the
reduction	 of	 expenses	 is	 politically	 difficult	 especially	 considering	 that	 the	 beneficiaries	 of	 a	 large	 portion	 of	 the	 government
expenses	are	the	poor.		The	fiscal	budget	provides	for	items	like	healthcare,	education	and	social	grants.		The	other	large	area	of
spend	is	salaries	&	wages	of	the	civil	service.		The	public	sector	has	been	the	largest	employers	of	people	for	a	number	of	years
now,	far	bigger	than	the	whole	of	corporate	South	Africa.		The	problem	is	that	each	civil	servant	is	also	a	voter…
	
As	the	graph	above	demonstrates	government	expenses	have	not	been	reduced	accordingly.		In	fact	expenses	within	the	budget
often	increase	at	a	rate	far	higher	than	inflation.		An	example	of	this	is	that	the	salaries	&	wages	mentioned	above	were	signed	off
with	a	7%	increase	over	the	next	few	years	–	even	though	reported	inflation	is	lower	than	this	rate.	In	order	to	balance	the	books
total	revenue	collection	has	to	be	increased.
	
When	an	economy	 is	doing	well	 revenue	grows	as	a	natural	consequence.	 	There	are	more	people	entering	 the	 job	market	and
thus	 more	 individual	 personal	 tax.	 	 Companies	 tend	 to	 do	 better	 so	 we	 see	 an	 improvement	 in	 corporate	 tax	 and	 finally	 VAT
collection	is	boosted	as	trade	increases.		Over	the	last	few	years	the	economy	hasn’t	been	growing	so	we’ve	seen	SARS	attempt	to
increase	 revenue	 collection	 by	 increasing	 the	 tax	 rates.	 	 The	 chart	 below	 represents	 the	 breakdown	 of	 the	 taxes	 that	 the
government	expect	to	receive.		The	dark	line	represents	how	much	was	received	from	each	category	5	years	ago.
	

	
Although	tax	revenue	has	increased	by	an	average	8.3%	per	year	over	the	last	5	years	both	personal	income	tax	and	fuel	levies
have	 increased	 by	 double	 digit	 amounts.	 	 These	 increases	 have	 been	 achieved	 with	 the	 introduction	 of	 higher	 tax	 brackets;
increases	in	the	capital	gains	tax	inclusion	rate;	and	the	annual	increase	in	the	fuel	levy	which	affects	the	fuel	price.		Effectively
the	burden	of	closing	the	budget	deficit	has	been	passed	on	to	the	taxpayers.
	
Even	 though	 South	 Africa	 has	 attempted	 to	 increase	 revenue	 through	 increased	 taxes	 we	 have	 seen	 that	 their	 tax	 collection
estimates	have	dramatically	fallen	short	of	expectations.	 	There	is	an	argument	 that	 there	is	a	 tipping	point	 in	any	tax	collection
system	where	 the	 tax	payers	revolt	or	structure	 their	affairs	elsewhere.	 	At	some	point	any	further	 increases	 in	 tax	rates	actually
result	 in	the	reduction	of	revenue	from	taxes	and	not	 the	desired	increase	of	revenue.	 	We	would	argue	that	we	are	currently	at
that	tipping	point.	
	
When	a	country	operates	in	a	budget	deficit	 the	only	remaining	way	they	get	the	money	to	fund	the	deficit	 is	by	borrowing	it.	
The	problem	with	this	is	that	when	you	borrow	not	only	do	you	have	a	debt	that	has	to	be	repaid	but	you	also	create	an	interest
obligation	that	you	need	to	settle.
	
With	 the	 continued	 underfunding	 from	 the	 budget	 South	Africa	 has	 been	 forced	 to	 go	 to	 lenders	 numerous	 times	 through	 the
issues	of	further	government	debt.		Similar	to	any	company,	countries	are	measured	on	their	ability	to	repay	that	debt	–	hence	the
existence	of	ratings	agencies.		One	of	the	ratios	that	they	look	at	is	the	ratio	of	debt	to	GDP.		The	chart	below	shows	the	level	of
South	African	debt	and	demonstrates	how	much	South	Africa	owes	and	how	this	has	increased	since	the	2008	recession.		In	fact
you’ll	notice	that	even	though	the	total	debt	prior	to	that	was	pretty	constant,	we	were	actually	improving	each	year	with	our	debt
as	a	percentage	of	GDP.		This	is	because	the	economy	(measured	by	GDP)	was	continually	growing.
	

At	the	current	levels	of	debt	the	interest	payments	are	15%	of	the	budget.		That	means	that	for	every	R1	collected	in	tax	revenue,
15c	 must	 go	 out	 to	 a	 non-productive	 interest	 expense.	 	 If	 your	 debt	 increases	 your	 interest	 obligation	 increases	 and	 thus	 it
becomes	more	onerous	forcing	you	to	borrow	more	–	the	classic	debt	trap.
	
The	problem	that	we’ve	got	with	 the	above	 is	 that	 the	15%	of	 the	budget	only	deals	with	 the	 interest	obligation.	 	 It	doesn’t	do
anything	to	reduce	the	capital	amount	owing.		So	what	happens	in	principle	with	government	debt	is	that	when	the	debt	matures,
more	 funds	 have	 to	 be	 borrowed	 in	 order	 to	 settle	 the	 original	 debt.	 	 Unfortunately	 the	 new	 debt	 is	 often	 issued	 at	 a	 higher
interest	rate	as	the	government	has	demonstrated	that	they	have	no	means	of	repaying	the	debt	unless	they	“roll	it”	and	replace	it
with	new	debt.
	
Why	the	Credit	Ratings	Agencies	matter
	
We’ve	looked	at	credit	ratings	agencies	in	a	previous	newsletter	so	we	won’t	dwell	on	it	too	much.		Remember	that	lenders	rely
on	the	reports	of	the	credit	ratings	agencies	to	determine	the	likelihood	of	them	getting	repaid.		In	the	event	there	is	any	doubt	of
repayment	you	would	only	lend	the	funds	if	you	were	compensated	with	a	higher	interest	rate.
	
If	the	South	African	government	debt	is	downgraded	any	further	government	borrowing	will	take	place	at	a	higher	rate,	pushing
up	the	interest	obligation	and	thus	increasing	the	gap	between	the	income	and	expenses	even	further.
	
What	South	Africa	needs	to	do?
	
It	will	take	tough	action	to	correct	the	current	situation	in	the	South	African	finances.		We	have	seen	inaction	for	too	long	and	if
we	 follow	 the	 current	 path	 the	 deficit	 will	 continue	 to	 grow.	 	 The	 only	 way	 out	 then	 would	 be	 to	 go	 cap	 in	 hand	 to	 the
International	 Monetary	 Fund	 for	 extra	 funding,	 and	 they	 would	 dictate	 where	 the	 money	 could	 be	 spent.	 	 In	 that	 scenario	 we
would	expect	many	expense	cuts	that	would	affect	all	citizens	but	especially	the	poor.
	
So	what	should	South	Africa	do?		Here	are	our	seven	pointers	for	the	National	Treasury,	the	Finance	Ministry	and	the	rest	of	the
government:
	

The	 economy	 has	 to	 be	 stimulated.	 	 A	 growing	 economy	 will	 help	 to	 increase	 revenues	 and	 will	 also	 create	 extra
cashflow	to	reduce	the	debt	burden.
Tax	 rates	 need	 to	 be	 left	 alone.	 	 We	 are	 at	 a	 tipping	 point	 and	 an	 increase	 in	 the	 rates	 will	 probably	 affect	 revenues
negatively.		The	burden	can	no	longer	be	solely	carried	by	the	taxpayers	in	a	country	where	they	are	in	the	minority.
Confidence	 needs	 to	 be	 improved.	 	 If	 investment	 flows	 into	 the	 country	 it	 will	 boost	 the	 economy	 through	 increased
industry.
Wasteful	 and	 irregular	 expenditure	 needs	 to	 be	 eliminated.	 	 This	 includes	 expenses	 related	 to	 state	 capture.	 	 All	 these
expenses	are	adding	costs	on	to	the	total	expense	bill.
State-owned-enterprises	 need	 proper	 business	 people	 appointed	 to	 their	 boards	 who	 need	 to	 be	 responsible	 for	 good
corporate	 governance	 within	 those	 entities.	 	 No	 further	 bailouts	 to	 be	 provided	 to	 State-owned-enterprises.	 	 It	 is
unfathomable	that	these	entities	that	often	operate	as	a	monopoly	cannot	make	their	own	money	through	their	services.
Nuclear	power	 is	not	a	viable	option	currently	as	 the	country	cannot	afford	 it.	 	We	are	already	struggling	 to	meet	our
existing	expenses	and	cannot	be	burdened	further.		No	doubt	any	nuclear	project	would	need	to	be	funded	by	the	issue
of	more	government	debt,	putting	us	even	further	 into	a	debt	 trap.	 	Large	scale	projects	will	 leave	a	burden	for	 future
generations	to	deal	with.
Salaries	&	wages	in	the	public	sector	need	to	be	reduced.		There	has	been	talk	of	a	freeze	on	salaries	of	people	in	senior
positions	and	we	welcome	this.

	
Can	we	get	out	of	this	problem?		Of	course	we	can,	we	just	need	all	decision	makers	to	acknowledge	that	we	have	a	problem	and
then	formulate	a	plan	for	business,	labour	and	government	to	work	together.
	

	

ABOUT	MAGWITCH

	
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.
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