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South Africa (Republic of)

Major Rating Factors

Strengths:

• South Africa's political environment appears stable and its institutions

transparent.

• Fiscal and external debt remains moderate, although we expect that

infrastructure investment in particular will affect South Africa's external

balance sheet over the next few years.

• Deepening debt markets enhance monetary flexibility.

Sovereign Credit Rating

Foreign Currency

BBB+/Negative/A-2

Local Currency

A/Negative/A-1

South African National Scale
zaAAA/--/zaA-1

Weaknesses:

• Multiple development needs and social challenges may have long-term ramifications for policy and may raise

fiscal expenditure pressures.

• Supply shortages, including infrastructure bottlenecks, labor market rigidities, and skills shortages, constrain

South Africa's growth potential.

• Financing of current account deficits depends significantly on potentially volatile portfolio flows, exposing the

economy to a sudden shift of flows due to changes in global risk appetite, or to rapid market sanctions in the

event of policy slippage.

Rationale

Standard & Poor's Ratings Services' ratings on South Africa are supported by our view of the country's stable

political environment and transparent institutions. Its moderate fiscal and external debt afford South Africa fiscal

and monetary flexibility, as seen in the country's successful use of macroeconomic policies to cushion the burden of

the recent global economic downturn. We also consider that deepening debt markets enhance monetary flexibility.

The ratings are constrained by South Africa's multiple development needs and social challenges, which we think may

have long-term ramifications for policy and may raise fiscal expenditure pressures. Supply shortages--including

infrastructure bottlenecks and labor market rigidity and skill shortages--constrain South Africa's growth potential.

The ratings are also constrained by continuous current account deficits, the funding of which depends significantly

on potentially volatile portfolio flows, exposing the economy to a sudden shift of flows due to changes in global risk

appetite, or to rapid market sanctions in the event of policy slippage.

We consider South Africa to be a middle-income country with a diverse economy but wide income disparities. We

estimate per capita GDP at $7,800 for 2012.

In our view, South Africa's gradual fiscal consolidation, which targets a general government deficit of 3% of GDP

by 2014, is vulnerable to public sector wage increases and multiple development needs and social challenges. We

anticipate the 2011 fiscal year ending March 31, 2012, will close with a general government deficit of 4.8% of GDP,

which is better than budgeted. The improvement stems in part from underspending on capital projects.

General government debt has approximately doubled since 2008, and the debt burden has risen by a little more than

10% of GDP. We expect gross general government debt to stabilize at just under 43% of GDP over the next three
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years. We estimate gross public sector debt (including nonfinancial public enterprises) to increase to 52% of GDP at

the end of fiscal 2011, and to further increase to 58% of GDP by 2014, a significant increase compared with 35%

in 2008. This is because of increased borrowing by state-owned entities to address infrastructure gaps.

We estimate the country's net external liability position will widen to 73% of current account receipts this year, but

the prevalence of equity funding has kept net external debt (excluding liquid assets) low at an estimated 12% of

current account receipts this year. We expect infrastructure investment to result in a rising external debt burden in

the next few years, but we also expect the country's export capacity to improve.

We consider that South Africa's near-term political pressures have diminished since the African National Congress

(ANC) has put the leadership of its youth league, which advocated nationalization of the country's mining sector,

through a disciplinary process. We also think that South Africa's Treasury remains committed to further gradual

fiscal consolidation, stabilizing its debt levels that have grown strongly since 2009.

However, fundamental structural economic and social problems, such as low per capita growth estimated at 2.1%

in 2012 and very high unemployment rates, persist, and South Africa's structural current account deficit makes the

economy dependent on external financing.

Draft policy documents expected to be discussed ahead of the ANC national conference in December 2012 support

our expectation that there will be no abrupt shift in the party's policies, despite continued debates ahead of the

conference. This is because of the party's checks and balances, the allocation of key positions to the centrist wing,

and the economy's exposure to market sanctions. Nevertheless, we think that looming economic and social pressures

could gradually affect the country's policy framework. In the run-up to the 2014 national and provincial elections,

the ANC's centrist wing may make gradual concessions to the more populist expectations from within and without

the party.

Deterioration in the global economic environment could add pressure given that exports of goods and services

amount to about 30% of GDP and that the country runs persistent current account deficits, which we estimate will

be about 4% of GDP in 2012. We expect that nearly one-half of the current account deficit will be funded by net

foreign direct investment (FDI), and the other half through an increase in external debt, as was the case in 2011.

This is because portfolio equity continues to be a net outflow.

The long-term local currency sovereign rating on the Republic of South Africa is two notches above the long-term

foreign currency sovereign rating. This is because we believe that the sovereign's flexibility in its own currency is

supported by:

• The South African Reserve Bank's independent monetary policy, with its record of a floating exchange rate, as

well as its widely traded currency, with a 0.7% share in global foreign exchange market turnover in April 2010

(source: Bank for International Settlements); and

• An active local-currency fixed income market with a capitalization of 40%-50% of GDP.

Our transfer and convertibility assessment on South Africa is 'A', reflecting our opinion is that the likelihood of the

sovereign's restricting access to foreign exchange needed by nonsovereign issuers for debt service is moderately lower

than the likelihood of the sovereign's defaulting on its foreign currency obligations.
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Outlook

The outlook is negative because we could potentially lower the ratings if economic and social problems feed into the

political debate in the run-up to the 2014 elections and consequently further put pressure on the policy framework.

The difficulty of addressing economic and social imbalances could be exacerbated by increasing external pressure in

a context of sluggish global growth or investor risk aversion.

We could lower the ratings if South Africa's economic disparities and social development needs persist, with the

economy increasingly failing to generate the jobs required by an expanding labor force. Rising external or fiscal

pressures could also lead to a downgrade, particularly if public sector wages or debt service costs increase above

expectations.

We could affirm the ratings at the current levels and revise the outlook to stable if the increase in public sector debt

is offset by an improvement in investment and economic growth prospects, and if fiscal consolidation is supported

by keeping public sector wage increases gradual and moderate.

Table 1

Republic of South Africa Selected Indicators

2005 2006 2007 2008 2009 2010 2011 2012e 2013f 2014f
Median

BBB

GDP per capita ($) 5,139 5,366 5,820 5,514 5,648 7,200 8,029 7,820 8,487 9,074 11,697.0

Real GDP (% change) 5.3 5.6 5.5 3.6 (1.5) 2.9 3.1 2.7 3.6 4.0 3.1

Real GDP per capita (%
change)

4.0 4.4 4.4 2.6 (2.4) 2.1 2.4 2.1 3.1 3.5 2.1

General government balance
(% of GDP)

(0.2) 1.3 1.7 (1.1) (6.7) (4.4) (4.8) (4.6) (4.0) (3.0) (2.6)

General government debt (%
of GDP)

33.6 31.3 28.6 27.7 33.6 37.2 39.7 41.3 42.7 42.7 39.6

Net general government debt
(% of GDP)

29.9 27.1 24.0 23.2 28.1 30.8 32.8 36.2 38.2 38.6 35.6

General government interest
exp. (% of revenues)

9.9 10.3 9.1 8.0 8.6 8.7 9.2 9.8 10.0 9.8 8.1

Domestic credit to private
sector & NFPEs* (% of GDP)

69.5 77.5 82.9 81.4 79.3 74.0 70.1 66.7 64.3 61.3 67.8

Consumer price index
(average; % change)

7.4 3.1 6.2 9.9 7.1 4.3 5.0 6.2 5.3 5.0 3.5

Gross ext. financing needs¶
(% of CARs and usable
reserves)

110.5 111.9 116.3 113.0 107.6 99.3 100.8 102.4 104.1 107.2 103.9

Current account balance (%
of GDP)

(3.4) (5.3) (7.0) (7.3) (4.0) (2.8) (3.3) (4.2) (4.0) (4.4) (2.0)

Narrow net external debt§
(% of CARs)

(3.0) (1.2) (0.7) 1.3 (5.0) 1.4 5.4 12.4 17.6 23.8 14.4

*Gross external financing needs are defined as current account outflows plus short-term debt by remaining maturity. §Narrow net external debt is defined as the stock of

foreign and local currency public and private sector borrowings from nonresidents (including nonresident deposits in resident banks) minus liquid nonequity external

assets, which include official foreign exchange reserves, other liquid public sector foreign assets, and financial institutions' deposits with and lending to nonresidents. A

negative number indicates net external lending. f--Forecast. e--Estimate. NFPEs--Nonfinancial public sector enterprises. CARs--Current account receipts.
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Political Risk: Continuity Under Zuma's Administration, But Key Questions
Remain In The Medium to Long Term

• South Africa's political environment appears stable and its institutions transparent.

• Despite continued debates in the run-up to the ANC national conference in December 2012, we expect the ANC's

policies to remain prudent, owing to the party's checks and balances and the economy's exposure to market

sanctions.

• Multiple development needs and social challenges may have long-term ramifications for policy.

South Africa's political environment appears stable and its institutions transparent. President Jacob Zuma's

administration is based on a coalition comprising the ANC, the Congress of South African Trade Unions

(COSATU), and the South African Communist Party. We consider that the country's vocal press, fairly independent

judiciary, and expanding civil society help counterbalance the power of the dominant ANC. Mr. Zuma became

president in May 2009, after a general election in which the ANC won just under two-thirds of the votes. We note

that frictions have arisen since the ANC's transition from a liberation movement to the governing party in the

1990s, and members of President Zuma's administration represent different economic views within the ANC and its

coalition partners. However, we consider that the centrist wing dominates key government positions, suggesting

broad continuity of macroeconomic policy under President Zuma's administration.

The Ministry of Economic Development, created by Mr. Zuma's administration and headed by Ebrahim Patel, a

former labor activist, authored a "New Growth Path" plan in late 2010, with the focus on reducing unemployment.

At the end of 2011, the National Planning Commission, under former finance minister Trevor Manuel, presented a

"National Development Plan", addressing a broad scope of long-term development goals, including reducing

unemployment, and improving infrastructure, education and healthcare. We consider that these government bodies'

operating mandate and the practical impact of their plans with regard to economic policy has not emerged yet, and

we think that ultimately, the more centrist Treasury will retain the main role in macroeconomic policy.

Despite continued debates in the run-up to the ANC national conference in December 2012, we expect the ANC's

policies to remain prudent, owing to the party's checks and balances and the South African economy's exposure to

market sanctions. A key point on the December 2012 conference's agenda, which is set to determine the South

African policy framework for 2014-2019, will be the nomination of the ANC's leadership team and the presidential

candidate for the 2014 elections. We think that several party conferences during 2012--–including a preparatory

ANC conference in mid-2012 and summits held by COSATU and the Communist Party--–may contribute to the

political debate until the ANC national conference in December 2012. At the same time, we do not expect the

government to take major decisions before that conference. Despite the ANC's dominance of the political landscape,

the variety of different constituencies to which it caters serves as an internal system of checks and balances.

We view the nomination of Jacob Zuma to bid for a second term as the most likely scenario, in particular after the

ANC recently put the leadership of the ANC Youth League (ANCYL) through a disciplinary process. Although

President Zuma's leadership of the party and the country is not unopposed, we assign a low likelihood an

alternative candidate to gain a majority.

The leader of the ANCYL, Julius Malema, had turned into one of the most visible public critics of President Zuma

over the past two years, and he had campaigned with radicalized views, for instance spearheading requests for

nationalization of South Africa's mining industry. In fact, we expect that Zuma's administration will not pursue

mining nationalization, given legal implications and the volume of compensation that would likely need to be paid
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to the current owners, as well as its being conscious of the detrimental effect such nationalization would likely have

on South Africa's international trade relations and FDI into the country. Nonetheless, we expect an ongoing debate

to improve the developmental impact of the mining sector.

We expect that multiple development needs and social challenges may have long-term ramifications for policy.

There is a large segment of the population that does not receive adequate education or job opportunities. Popular

discontent with the poor state of the education system and very high unemployment rates--particularly among the

youth--as well as demands to improve the quality of public services and infrastructure and to introduce a national

health insurance scheme therefore characterize much of the political debate in South Africa. Over time, we expect

the government to respond to some of these demands to ease social pressures, which may in turn negatively affect

fiscal performance.

However, in the light of the current administration's commitment to fiscal consolidation, we consider that there is

limited imminent risk of fiscal slippage as a result of social welfare spending increases. The countercyclical fiscal and

monetary stances adopted since late 2008, as well as plans for large infrastructure investment, have somewhat

reduced the force of calls for more expansionary fiscal policies. Although the diverging economic views within the

ANC and in President Zuma's administration could complicate efforts to maintain a path of declining deficits in the

medium term, any major deviation from the current macroeconomic framework is likely to result in more expensive

borrowing.

We think that the ANC has so far remained the major platform for more populist political views. In the medium

term, we consider that the ANC's traditionally broad support from the population--based on its historical role as a

liberation movement—will continue to help it absorb a variety of political views, including such as ANCYL's more

radical ones. However, we believe that at some point, differing political goals from within or outside the ANC may

become more important than the ANC's historical role.

Economic Risk: Supply Shortages Constrain Economic Growth

• South Africa is a middle-income country with a diverse economy, but relatively low investment.

• Per capita GDP growth has averaged 2.4% per year over the past 10 years, and after a mild growth dip in 2012,

we expect the economy to grow at per capita rates somewhat above 3% over the next few years.

• Supply shortages-–including infrastructure bottlenecks, labor market rigidities, and skills shortages--constrain

South Africa's growth potential.

With per capita GDP at an estimated $7,800 in 2012, South Africa is a middle-income country with a diverse

economy. Primary industries account for about 12% of value added, of which mining contributes 10%.

Manufacturing and construction accounts for a bit more than 20% of gross value added and includes petroleum

products, chemicals, rubber and plastics, metals, metal products, machinery and equipment, food, beverages, and

tobacco. Main export products include vehicles, agricultural products, platinum, gold, and coal.

The tertiary sector (services) contributes two-thirds of value added, and has fueled economic growth in recent years.

Within services, finance, real estate, and business services have expanded most rapidly, but were also hit hard by the

global downturn in 2009.

Per capita GDP growth has averaged 2.4% per year over the past 10 years, including a 2.4% contraction in 2009.

After a mild dip in growth in 2012, we expect the economy to grow at per capita rates somewhat above 3% over the

next few years. Real GDP grew by 3.1% in 2011, which was slightly up from 2010, but at the lower end of
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expectations.

Private and government consumption, as well as investment spending broadly contributed equally to South Africa's

2011 GDP growth, while real exports increased by nearly 6%. We expect 2012 growth to be below 3%, primarily

owing to a more moderate export growth rate. The share of South Africa's exports to Europe decreased to 22% in

2011, down from 30% in the mid-2000s. Exports to China accounted for 13%, significantly up from just 4% on

average in 2005-2008, and 9% of exports went to the U.S. in 2011. Over the next few years, large public

infrastructure investment and construction projects, as well as a favorable real interest rate environment, should

support South Africa's economic growth.

Employment had reached a peak at the end of 2008 and declined by almost 1 million jobs by midyear 2010. Since

then, the labor market has been recovering, although employment at year-end 2011 was still below the 2008 peak.

Supply shortages--including infrastructure bottlenecks, labor market rigidities, and skills shortages--constrain

South Africa's growth potential. Compared with many other emerging markets, South Africa's growth rates have

been weaker over the past few years. The most important infrastructure bottlenecks, in our view, relate to transport

and power. The government plans to address this with significant infrastructure investments over the next few years.

Unemployment is very high (nearly 24% in 2011), and labor market rigidities--including minimum wage levels--and

skills shortages affect both labor supply and demand.

Table 2

Republic of South Africa Economic And Financial Indicators

2005 2006 2007 2008 2009 2010 2011 2012e 2013f 2014f

Nominal GDP (bil. ZAR) 1,571 1,767 2,016 2,263 2,398 2,661 2,964 3,209 3,490 3,844

Nominal GDP (bil. $) 247 261 286 274 283 364 408 400 436 469

GDP per capita ($) 5,139 5,366 5,820 5,514 5,648 7,200 8,029 7,820 8,487 9,074

Real GDP (% change) 5.3 5.6 5.5 3.6 (1.5) 2.9 3.1 2.7 3.6 4.0

Real GDP per capita (% change) 4.0 4.4 4.4 2.6 (2.4) 2.1 2.4 2.1 3.1 3.5

Real domestic demand (% change) 5.5 7.7 5.9 3.9 (3.6) 2.2 3.5 3.4 3.5 4.5

Real investment (% change) 11.0 12.1 14.0 13.3 (3.2) (1.6) 4.4 4.1 4.5 5.9

Gross domestic investment (% of GDP) 17.9 19.6 21.2 22.6 19.0 19.4 20.5 19.7 19.0 19.1

Gross domestic savings (% of GDP) 14.5 14.3 14.2 15.3 15.0 16.7 17.2 15.5 15.0 14.7

Real exports (% change) 8.6 7.5 6.6 1.8 (19.5) 4.5 5.9 2.9 5.8 6.0

Unemployment rate (average claimant count; %) 23.9 22.6 22.3 22.9 23.9 24.9 23.9 23.6 23.0 23.0

Real GDP per employee growth (%) (0.7) 0.5 5.2 1.8 1.2 5.1 2.1 1.2 2.1 2.5

Consumer price index (% change) 7.4 3.1 6.2 9.9 7.1 4.3 5.0 6.2 5.3 5.0

Domestic credit to private sector & NFPEs (% change) 18.0 25.4 22.1 10.2 3.3 3.5 5.5 3.0 5.0 5.0

Domestic credit to private sector & NFPEs (% of GDP) 69.5 77.5 82.9 81.4 79.3 74.0 70.1 66.7 64.3 61.3

f--Forecast. e--Estimate. NFPEs--Nonfinancial public sector enterprises. ZAR--South African rand.

External Risk: External Debt Grows But Remains Moderate

• We estimate the country's net external liability position will widen to 73% of current account receipts this year,

but the prevalence of equity funding has kept net external debt (excluding liquid assets) low, at an estimated 12%

of current account receipts this year.
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• Financing of current account deficits depends on foreign direct investments and portfolio flows, exposing the

economy to a sudden shift of flows due to changes in global risk appetite, or to rapid market sanctions in the

event of policy slippage.

External debt remains moderate, although we expect that infrastructure investment in particular will affect South

Africa's external balance sheet in the next few years. Rising nonresident interest in South Africa's domestic local

currency market over the past few years has facilitated growth in external debt. We estimate the country's net

external liability position will widen to 73% of current account receipts this year, but the prevalence of equity

funding (including FDI) has kept net external debt (excluding liquid assets) low at an estimated 12% of current

account receipts this year. We estimate the gross external debt ratio will prove to have remained stable, at about

22% of GDP.

Financing of current account deficits depends on foreign direct investment and portfolio flows, exposing the

economy to a shift of flows due to changes in global risk appetite, or to rapid market sanctions in the event of

policy slippage. The 2011 current account deficit stood at 3.3% of GDP, or 10.9% of current account receipts,

slightly up from 2010. The slight increase of the current account deficit was triggered by a weakened trade surplus,

and a higher net income deficit. Main export products include vehicles, agricultural products, gold, coal, metals, and

minerals

We estimate that South Africa's gross external financing needs stood at just above 100% of current account receipts

and usable reserves in 2011. For 2012, we anticipate the current account deficit will increase to 4.2% of GDP,

because of a weaker trade balance and higher payments of customs revenue to members of the Southern African

Customs Union (SACU), and we expect it to remain about 4% over the next few years. By the same token, we

expect gross external financing needs to moderately increase to 100%-110% of current account receipts and usable

reserves.

A significant proportion (67% in 2011) of South Africa's current account deficit stems from a deficit on the income

account. The current account deficit is also affected by the distribution of customs payments to members of SACU;

the underlying formula implies a net transfer of customs revenue by South Africa to other members. These payments

accounted for 0.7% of GDP in 2011, and we expect a significant increase to 1.3% of GDP in 2012. We understand

that SACU members have been negotiating to change the distribution formula, but we do not expect an abrupt or

significant change to the level of the distribution payments.

South Africa's terms of trade have traditionally had low volatility, and they have improved significantly since 2009,

with price increases in some of South Africa's key export sectors, such as gold and coal. We estimate usable reserves

will cover 4.2 months of current account payments in 2012.

We expect that broadly one-half of the current account deficit will be funded by net FDI in 2012, and the other half

through external debt, as was the case in 2011. Net portfolio inflows have traditionally financed a significant

proportion of South Africa's current account deficit (see chart 1 and table 3). We think that these flows are by

nature more volatile and more quickly reversible than FDI flows. After significant portfolio outflows in 2008, South

Africa has again attracted significant inflows. In 2010, portfolio debt inflows exceeded equity inflows and stood at

1.4% of GDP in 2011, while in fact in 2011 net equity flows were a negative 0.6% of GDP. Most debt inflows have

been targeted at government or wider public sector bonds, mostly denominated in rand. Depending on global and

domestic economic factors, we think that portfolio flows could be influenced by growth or yield differentials and by

investors' South Africa or rand exposure limit, as well as by global risk aversion.
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Chart 1

Having said that, we also consider that under a scenario of strong portfolio outflows reduced dividend and interest

payments would have a positive impact on South Africa's net income account, and a depreciated currency would

support the trade balance, which would mitigate the effect of such a scenario on the overall balance of payments.

Table 3

Republic of South Africa External Indicators

2005 2006 2007 2008 2009 2010 2011 2012e 2013f 2014f

(% of GDP)

Current account balance (3.4) (5.3) (7.0) (7.3) (4.0) (2.8) (3.3) (4.2) (4.0) (4.4)

Trade balance (0.1) (1.6) (1.8) (1.6) 0.2 1.1 0.6 0.0 0.2 (0.2)

Net foreign direct investment 2.3 (2.3) 1.0 4.3 1.4 0.4 1.6 1.8 1.8 1.9

(% of CARs)

Current account balance (11.7) (16.2) (20.4) (18.9) (13.5) (9.6) (10.9) (13.5) (12.5) (13.9)

Net external liabilities 45.7 48.5 70.0 10.9 44.6 64.1 59.3 73.4 78.1 85.8

Gross external debt 56.3 60.2 64.1 57.9 76.1 76.4 75.4 82.3 79.8 79.7

General government external debt 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.3 0.3 0.3
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Table 3

Republic of South Africa External Indicators (cont.)

Narrow net external debt* (3.0) (1.2) (0.7) 1.3 (5.0) 1.4 5.4 12.4 17.6 23.8

Net public sector external debt 0.9 (3.5) (12.2) (13.8) (16.7) (2.3) (0.8) 1.6 1.4 2.0

Net nonfinancial private sector
external debt

(3.9) 2.1 5.6 5.7 5.6 3.1 7.1 10.1 13.5 16.4

Net financial sector external debt (16.9) (15.5) (9.5) (1.9) (7.5) (10.9) (10.6) (8.0) (4.8) (1.1)

Net investment payments 6.8 6.1 10.0 8.6 7.6 6.8 7.4 6.5 6.1 6.0

Net interest payments 1.4 1.3 1.0 2.0 2.1 1.7 1.4 1.2 1.3 1.4

Reserves/CAPs (months) 2.2 2.5 2.6 3.1 4.3 4.1 3.8 4.2 3.8 3.5

Gross ext. financing needs¶ (% of
CARs and usable reserves)

110.5 111.9 116.3 113.0 107.6 99.3 100.8 102.4 104.1 107.2

*Narrow net external debt is defined as the stock of foreign and local currency public and private sector borrowings from nonresidents (including nonresident deposits in

resident banks) minus liquid nonequity external assets, which include official foreign exchange reserves, other liquid public sector foreign assets, and financial

institutions' deposits with and lending to nonresidents. A negative number indicates net external lending. ¶Gross external financing needs are defined as current account

outflows plus short-term debt by remaining maturity. f--Forecast. e--Estimate. CARs--Current account receipts. CAPs--Current account payments.

Fiscal Risk: Gradual Fiscal Consolidation Remains Exposed To Expenditure
Pressures And Funding Needs By NFPEs

• We consider that South Africa's gradual fiscal consolidation remains exposed to expenditure pressures.

• General government debt has been increasing significantly since 2008, and we expect gross general government

debt to stabilize at just under 43% of GDP over the next three years.

• Contingent liabilities from nonfinancial public enterprises (NFPEs) have increased, but still remain low.

We consider that South Africa's gradual fiscal consolidation, begun after the significant fiscal weakening in 2009,

remains exposed to expenditure pressures. We anticipate that the 2011 fiscal year (ending March 31, 2012) will

close with a general government deficit of 4.8% of GDP (see table 4), which is somewhat higher than the previous

year's deficit, but better than budgeted. The improvement stems in part from underspending on capital projects.

General government expenditure is expected to increase by 11% in fiscal 2011, driven by government employee

compensation and transfers and subsidies. Capital spending accounted for 7.1% of total fiscal spending in 2011, an

increase over 6.2% in 2010. However, the government plans to return the proportion of capital expenditure to less

than 7% of total fiscal spending as of 2013.

In 2012, we expect a very mild improvement of the general government deficit to 4.6% of GDP. The South African

Treasury plans for a continued gradual reduction of the deficit, but not to less than 3% of GDP by 2014. Adjusted

for inflation, the budget plan projects average real expenditure growth of an estimated 2.6% from 2011-2014,

compared with an annual average real increase of 5.4% over the past three years.

Although we believe the government may benefit from expenditure-efficiency gains, moderating wage increases may

be more challenging, particularly in light of pressure to increase the public-sector workforce. Further pressures may

stem from plans to increase investment in infrastructure and to eventually develop a national health care insurance

scheme. We also think that, despite the Treasury's commitment to prudent fiscal policies, popular expectations to

address perceived deficiencies in basic services and infrastructure--in particular education, healthcare, energy, and

transport infrastructure--will create spending pressure in the medium term. In the United Nations Development

Program Human Development Index, South Africa is ranked at a "medium" position, at 123rd of the 187 countries

ranked.
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We note that owing to growing debt over the past few years, the weight of general government interest expenditure

has started increasing again, despite the favorable interest rate environment. In 2011, we expect interest expenditure

to account for more than 9% of revenue, compared with just below 8% in 2008. The Treasury's projections to keep

interest spending at just below 10% of revenue on average over the next few years are subject to the assumption that

interest rates will not increase substantially. In our view, if nonresidents stopped investing in government bonds, for

instance, the Treasury's funding cost might increase.

The public-sector deficit, including borrowing by NFPEs such as ESKOM, has increased significantly since the

mid-2000s, reflecting large capital-spending programs. We estimate it was 7% of GDP in 2011, compared with

3.8% in 2008. We expect the public-sector deficit to reduce gradually over the next few years alongside the general

government deficit, but to nevertheless remain nearly 5% of GDP in 2014.

General government debt has been increasing significantly since 2008, and we expect gross general government

debt to stabilize at somewhat just under 43% of GDP over the next three years. After many years of decreasing

debt-to-GDP ratios, thanks to the rapid increase of nominal GDP, South Africa's general government debt climbed

by a total of 12% of GDP in 2008-2011. At the end of fiscal 2011, we expect gross general government debt to

reach about 40% of GDP. At the same time, we estimate that net general government debt had increased to 33% of

GDP at year-end 2011, and we anticipate further growth to 38% in 2013. We project gross fiscal debt will increase

somewhat faster than implied by general government deficits, as it often has in the past, partly because of exchange

rate movements.

About one-fifth of general government debt is held by the Government Employees Pension Fund and the Public

Investment Corporation, the latter of which is a government-owned investment company that manages assets for

public-sector entities.

We estimate that foreign currency-denominated general government debt stood at 11% of total general government

debt as of fiscal year-end 2011. We understand the Treasury aims to decrease exposure to foreign

currency-denominated debt in the next few years. However, an increasing share of local currency government bonds

is held by nonresidents.

The average remaining maturity of government debt is slightly more than 10 years. To reduce refinancing risk, the

Treasury sometimes negotiates with domestic bondholders before the due dates, offering new bonds in exchange for

maturing bonds. The government's funding strategy remains concentrated on local currency issues.

We estimate public-sector debt (including NFPEs) will increase to 52% by the end of fiscal 2011, and will further

grow to 58% of GDP by 2014, a significant increase compared with 35% in 2008. This estimate of public-sector

debt does not include government-owned entities in the financial sector, for which we also expect an expansion of

the loan book and debt.

Contingent liabilities, including debt issued by NFPEs and our estimate of the recapitalization cost of a systemic

financial sector crisis in a stress scenario, have increased, but still remain low. We estimate NFPE debt will stand at

12% of GDP at the end of fiscal 2011, of which explicit government guarantees should be below 6% of GDP. The

amount guaranteed has increased over the past few years but has nevertheless remained significantly below the

government's previous expectations. Nearly one-half of the guarantees issued have been for debt issued by

state-owned power utility ESKOM. The overall guarantee framework approved by the Treasury for ESKOM

amounts to nearly 12% of South Africa's 2011 GDP, but ESKOM's debt issuance under the guarantee framework

has remained lower than anticipated.
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Table 4

Republic of South Africa Fiscal Indicators

2005 2006 2007 2008 2009 2010 2011 2012e 2013f 2014f

(% of GDP)

General government revenues 34.0 30.6 31.1 30.2 27.7 28.5 28.0 28.2 28.8 29.1

General government expenditures 34.2 29.3 29.3 31.3 34.3 32.8 32.8 32.8 32.8 32.1

General government balance (0.2) 1.3 1.7 (1.1) (6.7) (4.4) (4.8) (4.6) (4.0) (3.0)

General government primary balance 3.2 4.4 4.6 1.3 (4.3) (1.9) (2.2) (1.8) (1.1) (0.2)

General government balance (% of revenues) (0.5) 4.2 5.6 (3.7) (24.0) (15.4) (17.1) (16.3) (13.9) (10.3)

General gov't interest payments (% of revenues) 9.9 10.3 9.1 8.0 8.6 8.7 9.2 9.8 10.0 9.8

General government debt 33.6 31.3 28.6 27.7 33.6 37.2 39.7 41.3 42.7 42.7

General government net debt 29.9 27.1 24.0 23.2 28.1 30.8 32.8 36.2 38.2 38.6

f--Forecast. e--Estimate.

Monetary Policy Flexibility: Central Bank Has Significantly Loosened Monetary
Policy Since 2008

• South Africa has a floating exchange rate regime, and the rand rides on net portfolio inflows into well-developed

capital markets, but remains vulnerable to investor sentiment.

• Deepening debt markets enhance monetary flexibility.

South Africa has a floating exchange rate regime, and the rand rides on net portfolio inflows into well-developed

capital markets, but remains vulnerable to investor sentiment. The South African Reserve Bank does not pursue

any exchange rate targets or defend any particular exchange rate level. We consider the rand to be vulnerable to the

level and direction of portfolio flows between South Africa and the rest of the world and to changes in investor

sentiment, due to its liquidity to its use as a proxy for emerging-market trades. In the second half of 2011, the rand

depreciated by 17% against the U.S. dollar, but has recovered by nearly 8% over the first few months of 2012.

Deepening debt markets enhance monetary flexibility. Domestic claims on the private sector and NFPEs, the lion's

share of which are in rand, increased by 5.5% in 2011 and stood at 70% of GDP. The capitalization of domestic

fixed income markets stood at about 40%-50% of GDP in 2011, of which more than two-thirds were government

bonds, however.

We consider, however, that high public-sector wage settlements and the fairly volatile exchange rate complicate

monetary management. The South African Reserve Bank uses an inflation-targeting framework for its monetary

policy, with a current consumer price-inflation target of 3%-6%. The target is flexible, however, and allows

inflation to be out of the target range as a result of first-round effects of a supply shock. The South African Reserve

Bank uses open market operations also to manage liquidity, including in order to sterilize its purchases of foreign

exchange inflows. The repo rate is the South African Reserve Bank's most important monetary policy instrument.

The main refinancing operation is a weekly seven-day repurchase auction.

The South African Reserve Bank significantly loosened monetary policy starting in the second half of 2008. Since

then, the South African Reserve Bank lowered the repo rate by a cumulative 650 basis points to 5.5% by November

2010, where it has remained since then. While the level of domestic interest rates may have an impact on portfolio

flows, the interest rate differential to more developed markets has remained positive, and debt portfolio investment

in particular has continued to flow into the South African market.
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Since a low of 4.3% in 2010, headline consumer price inflation has increased again, and we expect it to exceed 6%

in 2012. This has been due to increased commodity and food prices and the pass-through effect of a weaker rand in

the second half of 2011. Increases in regulated utility prices have also contributed to inflation.

In our view, the banking sector's stable competitive structure, and the sound approach to and good record of bank

regulation have limited banks' exposure to external events, including a drop in the value of asset-backed securities

and volatile movements in international wholesale funding. See "BICRA On South Africa Revised To Group '4'

From Group '5'", Published Nov. 9, 2011, on RatingsDirect on the Global Credit Portal.

Comparative Analysis

South Africa's peers include other middle-income countries that typically have significant social and developmental

pressures, such as the Republic of India (BBB-/Stable/A-3; these and subsequent ratings refer to our foreign currency

ratings), the Federative Republic of Brazil (BBB/Stable/A-3), and the Republic of Tunisia (BBB-/Negative/A-3). The

Kingdom of Thailand (BBB+/Stable/A-2), Mexico (BBB/Stable/A-3), and the Republic of Bulgaria (BBB/Stable/A-3)

also facilitate useful comparisons.

We consider the predictability of South Africa's policy to be similar to that of most sovereigns rated in the 'BBB'

category. While Brazil, Mexico, and Bulgaria have multiparty democracies with somewhat more transparent

accountability, South Africa has a strong history of sound macroeconomic policymaking, in our view. As tends to be

the case in Brazil and Mexico, there is much debate on economic and other policies, with centrist, market-oriented

views usually prevailing. Our view of South Africa's political environment contrasts favorably with the

concentration of power that was characteristic in Tunisia under former president Ben Ali, and the continued

political uncertainty following his departure.

At an estimated $7,800 in 2012, South Africa's GDP per capita remains below the 'BBB' median, but is higher

than that of Bulgaria, India, Thailand, and Tunisia (see chart 2). Developmental challenges give rise to long-term

expenditure needs and social pressures. In our view, the risk of social friction if inequalities persist in the long term

could be more acute in South Africa than for peers, partly due to the country's previous apartheid regime and

popular expectations.
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Chart 2

We expect current account deficits at 3%-5% of GDP over the next few years, and South Africa's external

liquidity remains weaker than that of most of its peers, with the exception of Tunisia (see chart 3). South Africa's

gross external financing needs, relative to current account receipts and usable reserves, are higher than Brazil's,

India's, Mexico's, or Thailand's, but they are lower than Bulgaria's and Tunisia's (see chart 4).
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Chart 3
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Chart 4

We estimate that South Africa's narrow net external debt was a low 1.4% of current account receipts at year-end

2010. This is similar to that of the 'BBB' median. (see chart 5).
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Chart 5

Despite the Treasury's consolidation plan, we expect South Africa's general government deficit to be higher than

that of most of its peers, with the exception of India, in the next few years (see chart 6). General government debt,

by contrast, is in line with that of Brazil, Mexico, and Tunisia, and it remains below that of India (see chart 7).
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Chart 6

Standard & Poors  |  RatingsDirect on the Global Credit Portal  |  March 30, 2012 18

952653 | 300020418

South Africa (Republic of)



Chart 7

Related Criteria And Research

All articles listed below are available on RatingsDirect on the Global Credit Portal, unless otherwise stated.

• Sovereign Government Rating Methodology And Assumptions, June 30, 2011

• Criteria For Determining Transfer And Convertibility Assessments, May 19, 2009

Ratings Detail (As Of March 30, 2012)

South Africa (Republic of)

Sovereign Credit Rating

Foreign Currency BBB+/Negative/A-2

Local Currency A/Negative/A-1

South African National Scale zaAAA/--/zaA-1

Transfer & Convertibility Assessment A

Short-Term Debt (1 Issue) A-2

Sovereign Credit Ratings History

28-Mar-2012 Foreign Currency BBB+/Negative/A-2

25-Jan-2011 BBB+/Stable/A-2
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Ratings Detail (As Of March 30, 2012) (cont.)

11-Nov-2008 BBB+/Negative/A-2

28-Mar-2012 Local Currency A/Negative/A-1

25-Jan-2011 A/Stable/A-1

11-Nov-2008 A+/Negative/A-1

29-Mar-2006 South African National Scale zaAAA/--/zaA-1

*Unless otherwise noted, all ratings in this report are global scale ratings. Standard & Poor's credit ratings on the global scale are comparable across countries. Standard

& Poor's credit ratings on a national scale are relative to obligors or obligations within that specific country.

Additional Contact:
Sovereign Ratings; SovereignLondon@standardandpoors.com
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