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South-Africa’s fiscal position now the weakest in decades
In a relatively short space of time, the COVID-19 pandemic has caused one of the most eventful - if not 
horrific - quarters in decades, on a global scale.  The supportive role that governments have played globally 
in an effort to offset the health and economic impact is unprecedented.  

This classic example of a Keynesian-type intervention comes at a cost, with larger, unplanned, fiscal deficits 
being the most visible.  For this reason, the tabling of an unprecedented South African Supplementary 
Budget at the end of June attracted much interest.  In stark contrast to the 2008 global financial crisis, this 
time around the country had to initiate its fiscal response to a crisis from a much weaker position.  Sharply 
higher pandemic-related expenditure and a dramatic drop in tax revenue collections due to the economic 
implosion dragged fiscal finances into an even more precarious position, with mutterings of a debt trap.  This 
is best illustrated by our Fiscal Strength Score, which is now at its lowest point since the 1996/97 fiscal year.

Figure 1: South African Fiscal Strength Score (1996 – 2023)

Ambitious plans to turn the leaking fiscal ship around lack credibility
The Ministry of Finance, and by implication Cabinet, cannot be faulted for its sober and brutally honest 
consideration of the precarious state of fiscal finances and, particularly, its acknowledgement that inaction 
will eventually lead to fiscal self-destruction.  

The decision to adopt a more active approach that entails both significant expenditure reductions and 
revenue adjustments is therefore welcomed.  However, we remain sceptical about the credibility – and 
viability - of this ambitious plan.  The expected worst recession in decades, combined with organised labour 
that is unlikely to simply roll over, raises the odds for another disappointment in terms of desperately needed 
efforts to stabilise the fast-rising public sector debt burden.  In turn, this spells more trouble for the country’s 
significantly weakened sovereign risk profile, increasing the probability of further downgrades from rating 
agencies and, in turn, keeping long-term bond yields trapped at elevated levels.        

The COVID-induced economic blow  
to the country is reflected by severe 
fiscal deterioration

Source: National Treasury, Futuregrowth
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Table 1: June 2020 Supplementary Budget Summary: Even worse than our estimates 

  February 2020 budget   June 2020 budget   Futuregrowth  
estimate

Macro assumptions
GDP inflation 4.3% 4.0% 3.1%

Real GDP 0.9% -7.2% -7.6%

Nominal GDP growth rate 5.2% -3.2% -4.5%

Consolidated revenue (Rbn) 1,584 1,278 1308

Consolidated expenditure (Rbn) 1,954 2,040 2,078

Consolidated budget deficit (% of GDP) 6.8% 15.7% 15.5%

Funding requirement (Rbn) 432.7 776.9 784.9

Gross outstanding debt (% of GDP) 65.6% 81.8% 80.7%

Dramatic shift in government bond ownership since the onset of the crisis 
Another significant development during the second quarter of this year has been a dramatic shift in the 
ownership of South African government bonds.  The sustained general economic and particularly fiscal 
deterioration of the past few years forced all three of the major international rating agencies to downgrade 
the country’s sovereign currency rating to the sub-investment level.  Over time, foreign investors responded 
to this deterioration by reducing their combined holding from a peak of 42% in May 2018 to 32% at the end 
of June this year.  The bulk of the more recent net foreign sales has been absorbed by the local monetary 
sector, which includes the South African Reserve Bank (SARB).  Latest available data shows a R30 billion 
holding of government securities on the SARB’s balance sheet.  This reflects the extent of central bank 
intervention during the crisis.  Central bank buying of South African government bonds in the secondary 
market was conducted with the objective of improving market liquidity and thus better price discovery at a 
time when the unfolding global crisis threatened to cause the market to become dysfunctional.  The Bank 
made it very clear that the intention of this intervention was not to fund the budget deficit, something the 
South African Reserve Bank Act very clearly prohibits and we fully support as the monetisation of public 
sector debt cannot be endorsed under any circumstances.            

Figure 2: Changes to government bond ownership (R billion)

Source: National Treasury, Futuregrowth
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Aggressive monetary policy easing pushed the prime overdraft rate to its lowest level in decades
Apart from direct market participation in the bond market and a host of other measures to assist the 
monetary sector, the SARB also responded to the devastating impact of the pandemic by lowering the repo 
rate to 3.75% for a total reduction of 300 basis points (bps) from the peak of 6.75% in July last year, 150bps of 
which got trimmed this quarter.  The combination of the worst expected recession in decades, very strong 
disinflationary forces and the general low level of global rates enabled the SARB to respond in this manner.  
While the extent of the recession and the expected shape of the economic recovery remains unclear, the 
inflation picture is much clearer.  Although the five-week hard lockdown created challenges with the 
collection of survey data, it is clear that inflation is not a concern right now.  In April, the rate of inflation at 
consumer and producer levels slowed to 3.0% and 1.2% respectively.  The short end of the yield curve moved 
sharply lower in tandem with the repo rate adjustment.  In contrast, the yields of longer-dated bonds were 
kept at relatively elevated levels as rising fiscal concerns overshadowed the disinflationary backdrop.  This 
explains the high inflation-adjusted yields for longer-dated nominal bonds.    

Figure 3: The 10-year nominal government bond is offered at a relatively high yield despite  
the repo rate being at the lowest level in decades        
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Despite significant fiscal deterioration, the bond market recovered some lost  
ground during the second quarter
The events described above served as catalyst for significant bond market volatility over the past few months.  
In the nominal bond market, the yield of the 10-year fixed rate government bond traded in a range of 8.72% 
to 11.21% during the second quarter before closing the period at 9.28%, or 155 basis points below the March 
2020 close.  The yield spread between the 10- and 30-year points reached a peak of 2.14%.  This volatility was 
also evident in the inflation-linked bond market where the yield of the 10-year benchmark bond traded in a 
wide range of 4.01% to 4.68%.    

Ultimately, the spike in yields, and thus improved market valuation, lured the bears from their caves, despite 
the fact that the general economic and fiscal outlook kept deteriorating.  In the case of the nominal bond 
market, the JSE All Bond Index (ALBI) returned 9.94%, with bonds in the 7- to 12-year maturity band leading 
with an impressive 13.23% during the second quarter.  The comeback by the inflation-linked bond market 
was less noteworthy with the JSE Inflation-linked Government Index (IGOV) rendering a return of 4.75%.  
That said, both indices managed to beat the cash return of 1.12% by a significant margin for the three-month 
period ending June. 

Source: Bloomberg, Futuregrowth
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The second quarter recovery only partly offset the performance drawdown for the  
first half of the year caused by the March sell-off
The extent of the market sell-off towards the end of March was bad enough to keep cash in the lead for the 
first half of 2020.  Over this six-month period, the 2.69% return offered by cash compares favourably with the 
0.36% and -2.43% rendered by the ALBI and IGOV respectively.        

THE TAKEOUT: During the second quarter of 2020, the local bond market regained some of the steep 
losses suffered in March.  A collapse in economic activity, very strong disinflationary forces and the low level 
of global rates enabled the central bank to reduce the repo rate during the second quarter by a total of 
150bps to 3.75%.  During this period, the yields of short-dated bonds moved in tandem with the repo rate 
reduction, while the yields of long-dated bonds remained trapped at relatively higher levels in response to 
the deteriorating fiscal situation.  Despite a strong disinflationary environment, the inflation-linked bond 
market, also recorded a recovery as real yields declined from the high levels recorded in early April.  However, 
both the nominal and inflation-linked bond markets are still lagging the return offered by cash for the first 
half of this year.

RISING TO THE CHALLENGE 
OF WHAT IT MEANS TO BE A 
RESPONSIBLE BUSINESS
Business responsibility is not a new concept. It is a process and 
culture in an organisation where the management and staff 
choose to take responsibility for all their actions and ensure 
that they have a positive impact on everything they do. 

Read on:
www.futuregrowth.co.za/newsroom

https://www.futuregrowth.co.za/newsroom/rising-to-the-challenge-of-what-it-means-to-be-a-responsible-business/
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AN OVERVIEW: Macroeconomic outlook, market view and 
investment strategy 

Outlook of macroeconomic themes

Economic growth The worst fears relating to the impact of COVID-19 on global economic 
activity have been realised.  Economic activity has collapsed across 
most regions and industries.  While the speed at which a wide range of 
direct and indirect monetary and fiscal measures have been announced 
and applied is commendable, the jury is out on whether a sustainable 
V-shaped economic recovery is in the offing.

Locally, the timing of the COVID-19-induced crisis could not have been 
worse, as the country was already grappling with the consequences of 
a low-growth trap, largely due to structural weaknesses such as macro 
policy uncertainty, weak policy implementation, low levels of fixed capital 
investment and a rigid labour market.  Restrictions put in place to slow the 
pace of the COVID-19 outbreak have decimated economic activity even 
further.

THE TAKEOUT: Although direct and indirect monetary and fiscal action 
has been implemented in an effort to offset some of the fallout from the 
pandemic, we suspect that this will fall short of what is required for a 
sustainable South African economic recovery. The short-term response has 
to be accompanied by more sustainable solutions to the many structural 
hurdles that forced the country into the low growth trap in the first place.       

Inflation Slow-rising global inflation over the past few years has resulted from a 
combination of firmer total demand, tighter production capacity, higher 
commodity prices and rising employment costs - brought on primarily by 
accommodative monetary conditions.  However, despite an environment 
of ultra-accommodative monetary conditions, none of the drivers were 
strong enough to cause an overshoot of inflation target levels.  Considering 
the current moderation in global economic growth, our base case 
continues to be for inflation to remain relatively benign in most developed 
economies.  The COVID-19 crisis is likely to further undermine pricing 
power, at least in the near term.  On the other hand, the uncertain extent 
of the decimation of production capacity and its impact on future supply 
capacity and pricing power must be considered as a long-term risk to the 
current strong global disinflationary environment.

Locally, the recessionary impact on domestic pricing power has led 
us to revise our 2020 annual average inflation forecast to 2.9%.  This is 
significantly lower than the average of 4.1% for 2019.  More importantly, 
there is strong evidence that the pass-through of rand weakness to 
inflation remains exceptionally weak, which in turn is reflective of the 
inability of producers and retailers to pass price increases on to the end 
consumer.  This is illustrated by the extent of disinflation at the producer 
level, where the year-on-year rate of inflation dipped to 1.2% in April 
from 3.3% the previous month.  The above continues to support the view 
that the near-term acceleration in the rate of inflation is expected to be 
relatively benign.  Although partly offset by evidence of higher food price 
inflation (4.5% compared to 3.0% for the total index in April), it should be 
borne in mind that the food component only represents 15.5% of the total 
CPI basket.  As in the case of the global backdrop, a significant dislocation 
of the supply network due to the recession holds some risk to inflation in 
the medium term.  
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Outlook of macroeconomic themes (continued)

Inflation (continued) THE TAKEOUT: In the short term, inflation is expected to remain below 
the lower point of the SARB’s 3% to 6% range.  On a one-year view, the 
rate of inflation could revert to levels around 4%, mostly due to base 
effects.  Even so, it is important to keep an eye on cost pressures in  
case supply chains start disintegrating due to sustained subdued 
economic activity.

Balance of 
payments

The current account of the balance of payments swung into a surplus of 
1.3% of GDP in the first quarter of this year, the first quarterly surplus in 17 
years.   This strong improvement came as a result of significant increase in the 
merchandise trade surplus and a narrowing in the services account deficit.  
We expect the improved situation to persist into 2021, mainly due to a slower 
recovery in crude oil prices and reduced imports of other goods owing to the 
slowed economy.  However, the sustainability of this improvement remains 
unclear as it is largely dependent on the rate at which local and global 
economic conditions will start to normalise.    

THE TAKEOUT: Emerging markets like South Africa will remain at  
risk if the global fallout is not arrested soon.  While the recent oil price 
collapse lends some support to a large net oil importer like  
South Africa, its positive contribution will be degraded if net exports 
collapse significantly. 

Monetary policy The focus remains on mitigating the impact of the COVID-19 induced 
collapse in market confidence.  Globally, monetary authorities have 
reached the end of the road in terms of their ability to further reduce 
interest rates conventionally.  We are back to quantitative easing and 
direct fiscal support until the global infection rate has peaked and 
economic activity starts accelerating at a reasonable rate.  

In contrast, the SARB still has some scope, albeit more limited at current 
levels, to reduce the repo rate in light of the severity of the unfolding 
recession and, in particular a very benign inflation outlook.    

THE TAKEOUT: Expect more rate reductions and other direct policy 
measures in an effort to at least partly offset the negative impact on 
economic activity, support private sector credit extension and ease 
market liquidity stress.

Fiscal policy With growth assumptions lowered significantly for 2020 on the back 
of the COVID-19 crisis, South Africa’s ailing fiscal position is forecast to 
worsen quite markedly.  This was confirmed with the tabling of the 
Supplementary Budget in June.  While National Treasury based the most 
recent budget estimates on more realistic macro assumptions, which 
thus lent more credibility to the budget, the proposed implementation 
of reforms and significant expenditure reductions over the next three 
years carries significant execution risk. It has also become clear that, 
without significant expenditure cuts and structural reforms, South 
Africa’s fiscal state of affairs could eventually devolve into a full-on fiscal 
crisis. 

THE TAKEOUT: In the wake of the current crisis, it seems unlikely that 
government will be able to cut expenditure in a meaningful way, 
therefore we anticipate even further fiscal slippage in the medium term.
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Central banks, fiscal authorities and multi-national 
organisations across the globe have announced a 
number of measures in a desperate effort to at least 
partly offset the negative impact of the COVID-19 
pandemic on economic activity.  Since the outcome 
of the pandemic is still very uncertain, we have no 
way of knowing if this will be sufficient to stem the 
tide.  Although the size and timing of the supportive 
measures might assist with a V-shaped economic 
recovery, the uncertainty of the pandemic path is 
significant enough to consider the possibility of a 
recovery that more closely resembles a U-shape. 

Locally, our main concern regarding the bond 
market remains the strong link between lacklustre 
economic growth, further hampered by the lock 
down, and the weakest fiscal position in decades.  
The fast-rising debt burden of the state threatens 
the country’s sovereign risk profile and places 
pressure on domestic funding costs.  This will 
continue to keep the yields of long-dated bonds 
elevated, especially relative to cash and short-dated 
rates.  Under current conditions, and in response 
to the unfolding crisis, the central bank is still in a 
position to further reduce the repo rate.  Factors 
such as the collapse in economic activity, a very 
benign inflation path and the global low interest 
rate backdrop are keeping the door open for more 
monetary easing.    

The above conditions continue to favour yield 
curve steepening, with the front end moving 
lower or at worst staying anchored, while the back 
end will remain hostage to a fast-deteriorating 
fiscal situation.  However, with the yield curve 
slope already quite steep, the challenge remains 
in finding a better balance between managing 
potential capital loss and benefitting from holding 
higher yielding longer-dated bonds that offer an 
attractive carry or base accrual relative to cash and 
short-term instruments.  With this in mind, we avoid 
holding cash, in light of its low return potential, and 
a large holding of ultra-long dated nominal bonds, 
with the risk of sustained fiscal slippage in mind.  
We therefore continue to believe that the best risk-
adjusted area of the yield curve remains the 10- to 
15-year maturity band. 

We also continue to favour medium-dated nominal 
bonds over inflation-linked bonds.  While we 
acknowledge that the latter has repriced to better 
levels compared to a year ago, this is overshadowed 
by the combination of a benign inflation outlook, a 
dire fiscal backdrop and better inflation-adjusted 
rates offered by medium-dated nominal bonds.     

In the case of our 
Core Bond Composite 
(benchmarked against 
the ALBI), our view is 
expressed as follows: 

Our investment view and strategy

 Source: Futuregrowth

INVESTOR TAKEOUT: Our latest investment view supports a steepening yield curve slope.  With returns 
at the short end approaching sub-inflation levels and the dire fiscal position putting ultra-long-dated 
bonds at risk of capital loss, we still believe that medium-dated nominal bonds offer the best risk-
adjusted alternative.  These bonds are also better priced than inflation-linked bonds.    
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Key economic indicators and forecasts (annual averages)
2016 2017 2018 2019 2020 2021

Global GDP 2.5% 3.4% 3.3% 2.6% -4.1% 5.3%

SA GDP 0.4%  1.4% 0.8% 0.4% -7.6% 5.2%

SA Headline CPI  6.3% 5.3%  4.6% 4.1% 2.9% 3.%

SA Current Account (% of GDP) -2.9%  -2.5% -3.5% -3.2% 1.5% -1%

Source: Old Mutual Investment Group

Aidan Killian
Quantitative 
Analyst
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The Futuregrowth story: Past and future
A vision unfolding

In the wake of South Africa’s democratic transition, Futuregrowth was founded in 1994, with a small 
suite of investment funds focused on social development and empowerment, and with the vision of 
creating a sustainable channel for pension funds to invest in disadvantaged communities and national 
development.

Fast forward more than 20 years: Today, Futuregrowth manages around R194 billion (+/- US$14 billion) of 
clients’ assets, across the full range of fixed interest and development funds, and plays a leadership role in 
the asset management industry in South Africa. During this time we have not wavered from our purpose: 
to protect and grow investors’ savings through skill and diligence, while being a force for good in the 
markets and environment in which we operate.

This sense of purpose is based on our belief that investors can make a positive difference in society while 
earning sound investment performance for pension fund members. That has inspired us to pioneer 
development funds in sectors such as infrastructure, rural and township retail property, agriculture and 
renewable energy, providing finance to innovative deals including low-income housing construction, a 
church in Soweto, urban regeneration projects, taxi finance, and alternative energy, to name a few.

As a responsible investor we engage with our industry and investee companies privately, and sometimes 
publicly, on sustainability issues. As examples: We have been working steadfastly to improve South 
Africa’s debt capital market standards. In 2013, we identified unfair, unsustainable and prejudicial 
practices within the consumer lending industry. We chose to stop lending to such businesses in our 
developmental funds and publicly called for industry reform. And in 2016, we announced that we could 
no longer in good conscience invest pension fund members’ assets in certain State Owned Enterprises 
(SOEs) until we had concluded detailed governance reviews.

The original concept of Futuregrowth is still alive and thriving in the Futuregrowth of today. Even though 
the company has developed into a successful asset management business, the philosophical belief on 
which the business was founded back in 1994 is still at the core of everything we do.

AUM as at 31 December 2019
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