Budget blunder doesn’t bode ill
Izak Odendaal, Investment Strategist at Old Mutual Wealth

On Tuesday last week, American astronomers announced that a sizeable asteroid named
2024 YR4 has a 3% chance of colliding with Earth in December 2032. While 3% doesn’t
sound like much, it is the highest ever calculated probability of such a collision according
to a New York Times report. The asteroid could flatten a city with a direct hit, though the
projected path at this stage is over the ocean. This is a roundabout way of making two
points about Wednesday’s Budget Speech that was cancelled at the very last minute.
Firstly, postponing a big event like the Budget caused inconvenience, but is not the end
of the world. Being hit by a large asteroid would be. At any event, the Budget Speech
will now take place on 12 March.

Secondly, scientists can make these sorts of very precise projections of celestial objects
far into the future because they are governed by the laws of physics. Processes that are
governed by political logic are inherently unpredictable. So, while the postponement of
the Budget was unexpected, nothing should really be unexpected in the realm of politics.
Just witness everything coming out of the Trump administration over the past month
(more on this next week).

As it happened, Wednesday was also the fifth anniversary of the day financial markets
first awoke to the reality that the novel coronavirus was not going to be contained to
China. On 19 February 2020, global equity markets started a decline that would only
bottom out a month later after a 33% drawdown. The rand fell from R15 per dollar to
almost R19. The 10-year South African government bond yield spiked from 9% to 12%
before retracing the losses over subsequent months.

Covid-19, as the disease came to be known, reshaped global politics and economics, and
fiscal policy in particular. A big deal, in other words. A bit like a meteor striking out of the
darkness. Nowhere was this truer than in South Africa, which went into the pandemic
with a weak economy and strained government finances and still imposed one of the
strictest lockdowns.

Economies in lockdown could not generate much tax income, while government spending
on healthcare and social support increased sharply across the world. Moreover, since
debt levels are expressed as a ratio of national income (GDP) to allow for comparisons
across time and between countries, the weaker denominator worsened the ratios. South
Africa’s debt ratio jumped by 23 percentage points of GDP between 2019 and 2024, one
of the largest increases internationally as Chart 1 shows. South Africa is clearly not
highly indebted by global standards. Rather, it is the rapid increase in debt since 2010
and particularly since 2020 that is worrying.

Of course, one cannot blame Covid entirely for South Africa’s current precarious fiscal
position. In particular, the country’s large state-owned enterprises have been a
bottomless pit for taxpayers while also failing to deliver the key services they exist for,
hobbling the economy in the process.

Chart 1: Government debt-to-GDP ratios, %
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Higher-for-longer

The stop-start shock Covid delivered to global supply chains contributed to a surge in
prices, which was compounded by Russia’s invasion of Ukraine, another unexpected
shock (Saturday was the third anniversary). The result was that inflation rates jumped to
levels last seen in the early 1980s across the developed world. Interest rates eventually
followed a similar path. There is no indication of a return to the pre-Covid, post-financial
crisis period of ultra-low interest rates, especially not as inflation uncertainty has
increased with the various tariff threats. A bit worryingly, recent inflation data in the US
and UK showed an uptick even before any tariffs have taken effect. It is too soon to ring
the alarm bells, but it does mean that the US Federal Reserve is justified in pausing its
rate- cutting cycle to assess how things play out, while the Bank of England will also
proceed cautiously.

Higher-for-longer global interest rates might be one of the biggest legacies of the
pandemic. By definition, it means borrowers, including governments, need to think
carefully about taking on more debt.

South African interest rates are not particularly high relative to pre-pandemic levels, but
high relative to economic growth. The government borrows around 9%, while nominal
economic growth is hovering around 5%. Tax revenue will grow more or less in line with
nominal economic growth over time, assuming a steady tax-to-GDP ratio. This gap
between interest rates and growth, sometimes expressed as r>g by economists, renders
borrowing unsustainable, since debt compounds faster than the income needed to
service it. It sits at the core of South Africa’s fiscal challenge. Since the government
cannot directly control economic growth or the interest rate at which it borrows (that is
determined by the bond market), it must focus on reducing its borrowing requirement.
This is euphemistically called ‘fiscal consolidation’ but is necessarily painful since it relies
on some combination of higher taxes or less spending.

No easy choices

Unfortunately, South Africa has no easy choices left. All we can ask for is that the
difficult choices are made wisely. From investors’ point of view, it would have been
positive if Treasury was prepared to take the politically unpopular step of raising VAT
rates by two percentage points. The fact that the Cabinet was not sufficiently briefed



now appears clumsy but it’s not sinister. The pushback against the VAT increase means
that Treasury must return to the drawing board. Importantly, however, at issue is not the
principle of fiscal consolidation, but rather how best to achieve it.

A VAT rate increase may or may not be in the final Budget Speech on 12 March. If not,
some of the increased proposed spending - on infrastructure, social grants, education
and health - would have to be trimmed back. Now that the market has seen the draft
projected deficits, it is likely to respond negatively to wider deficits in the final Budget.

If there is a VAT increase, perhaps 1% instead of 2%, the economy is at least on a
sounder footing to be able to absorb it due to the significant decline in loadshedding, this
weekend’s blackouts notwithstanding, and lower interest rates. The benefit of VAT is that
it is applied broadly and does not distort economic incentives the way income taxes can.
The drawback is that it is a regressive tax, in the sense that rich and poor alike pay the
same rate, but the impact on low-income households would have been offset somewhat
by zero-rating a broader basket of goods and granting above-inflation social grant
increases.

A VAT increase would raise consumer inflation, but the Reserve Bank will view it as a
temporary bump and focus on potential second-round impacts instead. It shouldn't
change the interest rate outlook, which at this stage largely depends more on what
happens internationally than domestically.

There are few alternatives to raising more revenue. While South Africa’s VAT rate is on
the low side by global standards, its personal income tax rates are relatively high and
imposed on a narrow base of individual taxpayers. South Africa’s company tax rate is
also quite high by global standards, and the international trend has been for lower
company tax rates.

Chart 2: Value Added Tax rates across countries
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Given high levels of inequality, a wealth tax could still be considered, but it is easy to
overestimate how much revenue it will generate since it will be administratively complex,



and the super-rich are globally mobile. It is better, as the SARS Commissioner has
indicated in the past, to improve compliance with existing tax law.

Overall, however, South Africa’s tax-to-GDP ratio of 28% is closer to that of rich
countries than developing economies, with New Zealand'’s ratio at 33% while Mexico’s is
17%. This suggests that the economy is nearing the limits of how much it can be taxed,
particularly given that most taxpayers probably feel they don’t get quality public services
in return for handing their hard-earned rands over to SARS.

Ultimately, sustained faster economic growth is the best way to boost tax revenues,
without raising the tax-to-GDP ratio.

The draft Budget Speech reiterated the need to grow the economy, particularly through
crowding in private investment in infrastructure spending. This emphasis, along with
necessary regulatory changes, is likely to remain in the final Budget. Along with the slow
grind towards a smaller deficit and less borrowing, Treasury is also rightly trying to
gradually tilt the composition of government spending away from consumption (salaries)
towards investment. We’ll need to wait a few weeks for the details.

Bonding

In terms of investment implications, the Budget is of course most directly relevant to the
bond market, though the rand was also briefly weaker after the cancellation of the
speech. South African bond yields remain well above any reasonable assumption of
future inflation, especially if the Reserve Bank eventually gets its way and shifts to a 3%
target.

The government’s perceived creditworthiness can be assessed by dollar credit default
swap spreads, since these do not factor in currency or inflation components. These
remain elevated, pointing to concerns over fiscal sustainability, but have declined since
2022. It will probably take more evidence of delivery to drive these spreads lower, and
ultimately, credit ratings higher. These spreads are also priced in a global context and
tend to rise with periods of international market stress, as in 2020.

Chart 3: 5-year US$ credit default swap spreads

Bps

150
Jan-19 Jan-20 Jan-21 Jan-22 Jan-23 Jan-24 Jan-25

——S0UTH AFRICA

Source: LSEG Datastream



Despite all the fiscal drama of recent years, including multiple ratings downgrades and
the sharp drawdowns of 2020, South African government bonds have delivered decent
real returns for investors, but this is entirely due to the fact that bonds pay a high level
of interest (or coupons). In terms of price terms, it has been going nowhere slowly
(though 2024 saw a bounce in bond prices, which boosted total returns to 17% for the
year). Chart 4 shows the difference between price returns and total returns, including
interest.

Chart: JSE All Bond Index returns
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In summary, three things to remember. One, the Budget postponement caused some
uncertainty, but the rand ended the week stronger than it started, so the market
reaction was only briefly negative. There is no reason to question the GNU’s commitment
to fiscal consolidation in principle. Adjusting to coalition politics needs to happen at all
levels, including in the Budget process, but it is democracy in action. Secondly, while
fiscal consolidation can still be delayed by a number of factors, South African bonds offer
attractive real returns in the context of a diversified portfolio where other assets can
offset some of those risks. Thirdly, the global environment will remain very important,
particularly as international bond markets digest the outlook for inflation and changes in
trade policies. While South Africa has scored its fair share of own goals over the years, it
is usually global shocks that cause the real damage to markets, as we saw during Covid
(let’s hope extraterrestrial shocks never occur). All of this means that cool heads are as
important, if not more important as always.



