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On 22 February 2017, South Africa’s Minister of Finance delivered the country’s annual budget speech. As has become

more a feature in more recent times, given the current challenging political and economic climate, the content of the

speech was greatly awaited by all citizens in the country, irrespective of one’s perspective.

While several market participants would have summarised the key elements of the budget speech, for the purposes of

this commentary, we focus on a few selected aspects of the budget speech in terms of key investment implications in so

far as they impact relevant industries; companies; or asset classes in which our clients could be invested.

The areas we therefore cover:

1. Key elements of the budget

2. Proposed sugar beverage tax

3. Infrastructure spending and Stated owned companies

4. Implications for the bond market

1. KEY ELEMENTS OF THE BUDGET

• A budget deficit

South Africa’s country expenditure outstrips the country’s projected revenue and accordingly the country is running at a

consolidated deficit of 3.1% of GDP which is projected to reduce to 2.6% within 2 years.

• GDP growth

The National Treasury is forecasting real GDP growth of 1.3% for 2017 growing to 2.0% in 2018.

• Addressing the deficit

To address the deficit the Minister has made some of the following noteworthy proposals:

• Introduction of a new top personal income tax bracket of 45% for taxable income above R1.5million. This is

expected to net approximately R4.4 billion in additional income.

• Increase in the dividend withholding tax from 15% to 20%.

• Increase in indirect taxes such as excise duty and the fuel levy; as well as the proposed removal in 2018 of

the zero VAT rate on fuel.

• Reduction in expenditure through caps on spending at national and provincial government levels through for

example hiring freezes on non-critical positions to slow overall public sector compensation spending.

• Noticeably omitted from the budget was any change to corporate tax rates or VAT.

The higher tax environment will undoubtedly place pressure on consumers. For the first time too we see this pressure

disproportionately allocated to the higher income groups. This focus is understandable given the extreme inequality in

income distribution in South Africa.

Specifically quoted from the Budget Speech, Minister Gordhan said,

“We believe in a progressive tax system; and this tax system is crucial in redistribution. Without a working redistribution 

system we won’t have the social stability South Africa has enjoyed and requires. So we all need to start focusing on 

inclusive growth so that more people can participate“.
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2. PROPOSED SUGAR BEVERAGE TAX

The sugar beverage tax first mooted in the 2016 budget speech was further elaborated on in this budget speech. It is

not surprising this tax is being proposed given the rising obesity levels in South Africa. The intent is that by imposing

a tax on sugar-sweetened beverages (SBBs) i.e. a ‘sugar tax’, consumption of SSBs will reduce, and in turn so will

sugar intake. Alternatively, companies will look to reduce the sugar content of their products.

The World Health Organisation (WHO) believes that by taxing SSBs, half a million South African lives could be saved

over the next four decades, and help relieve the burden of the public health system. In addition, this could save SA’s

public health sector R1.7bn over the next decade.

• Sugar tax opposition

Resistance to the sugar tax in South Africa has come from organisations such the Beverage Association of South

Africa (BEVSA) and the Consumer Goods Council, with some arguing that the sugar tax is unlikely to have a

meaningful impact in reducing obesity.

Although they may have a point, the reality is that governments around the world are also searching for ways to raise

additional revenue. A tax on SSBs is ideal as on one hand, government is seen to be encouraging people to live

healthier lives (by taxing unhealthy products), and on the other hand it’s able to find an additional tax revenue stream.

• Internationally, sugar-taxes are in vogue

Finland, France, Hungary, Ireland, Mexico, Mauritius, Norway, and the US, have implemented sugar taxes on SBBs

as one of the ways to reduce obesity. This has to an extent had the desired impact.

For instance, in Mexico (2014) consumption of SSBs fell by 10% when a sugar tax was introduced. In Hungary (2011),

consumption fell by 7.5%. In the US, the effect on consumption has been more mixed after several states

implemented sugar taxes of between 3-7%.

The UK expects to implement a sugar in April 2018. UK consumers will start paying 18 pence (±R2.88) per litre for

beverages that have 5g (grams) or more of sugar per 100ml, and 24 pence (±R3.84) per litre for drinks with 8g or

more per 100ml.

• What has been proposed in South Africa?

In South Africa, the proposed tax is 2.1 cents per gram of sugar in excess of 4g per 100ml (50% of this for

concentrated drinks). It is therefore structured quite differently to the UK. Pricing impacts of affected products in SA

can be seen below in Figure 1. Even though concentrate is taxed at 50% it is still the product that has the highest

potential tax per litre.

INVESTMENT COMMENTARY (continued)

Figure 1: Sugar tax impact on the pricing of beverages in South Africa

Source: National Treasury, RMB Morgan Stanley Research

Price per litre 

(2016 as per 

Treasury own 

calcs)

Sugar grams 

per 100ml

Tax in rands 

@ 2.1c per 

gm over 

4g/100ml

Potential tax per 

litre

Potential increase in price 

per litre/Tax on per litre

Soft drinks R 11.5 10.6 0.139 R 1.4 12%

Fruit Juice R 18.7 10.4 0.134 R 1.3 7%

Energy Drinks R 50.9 11.0 0.147 R 1.5 3%

Milk Mix R 19.9 11.0 0.147 R 1.5 7%

Flavoured water R 9.1 6.0 0.042 R 0.4 5%

Ice Tea sweetened R 22.5 5.3 0.027 R 0.3 1%

Fruit Juice Concentrate R 28.6 47.5 0.457 R 4.6 16%

Ready to Drink R 27.6 10.0 0.126 R 1.3 5%
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• SA companies at risk

Understandably, our food producers will be the most impacted by the proposed sugar taxes. This includes, Pioneer

Foods (PFG) and Tiger Brands (TBS). As South Africa’s leading fruit juice manufacturer, PFG is at the top of the list.

Juice, fruit concentrate and ice tea are estimated to account for ± 10% of operating profits (Deutsche Securities

(Proprietary) Limited Research).

TBS is likely to be impacted to a lesser extent as its local beverage division (their fruit juice concentrates, Sports Drink

and Ready to Drink) make up ±4% of operating profits. TBS has a higher weighting of concentrates (taxed 50% of

normal rate) which means their weighted average tax rate is lower at R1.05 per litre compared to PFG at R1.38 per

litre (Deutsche Securities (Proprietary) Limited Research) .

• Conclusion

Sugar taxes are increasingly favoured by governments around the globe as a means of getting people to live healthier

lives by reducing their sugar intake. Furthermore, sugar taxes provide an additional revenue stream for governments.

On one hand its possible, that the impact on profitably will be short-lived, as once people have gotten used to the

higher prices, consumption for SSBs could recover. On the other hand, the impact could be longer term if the taxes on

SSBs continue to increase over time. This can be driven by a further need to increase tax revenue, and/or by a

genuine focus on encouraging healthier lifestyles.

3. INFRASTRUCTURE SPENDING AND STATE-OWNED COMPANIES

The budget acknowledged the critical role the state owned companies (SOCs) play in terms of infrastructure

development and restructuring of the economy. Specific mention was made of increased governance and

accountability and clarification of their development mandates. The development of Independent Power producers

(IPPs), renewable energy and gas power was referenced in this regard. This bodes well for direct foreign investment

into this sector as well as the local construction and engineering companies working in this area.

Increased allocations of R15.4bn were made to SANRAL as well as R10.8bn to the provincial roads, acknowledging

the increase need for maintenance on our roads. Our road builders will welcome this increased allocation.

Additional allocations of R18.4bn were made to the Regional Bulk Infrastructure Grant as well as R12.5bn to the

Water Services Infrastructure Grant, both of which will improve municipal service delivery and provide local

employment opportunities.

4. IMPLICATIONS FOR THE BOND MARKET

Bond investors care about the budget deficit as they are concerned about growth and are ultimately wanting to have

insight on the direction of yields.
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Figure 2: Main budget framework (national budget which excludes provinces, social security funds and public entities)

R'bn FY09 FY10 FY11 FY12 FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20

Total revenue 617           586           673           745           800           887           965           1 076          1 137          1 242        1 351        1 472        
Growth -5% 15% 11% 7% 11% 8.8% 11.5% 5.6% 9.3% 8.7% 8.9%

Total expenditure -640 -748 -806 -890 -965 -1 048 -1 135 -1 245 -1 307 -1 409 -1 522 -1 652 
Growth 17% 8% 10% 8% 9% 8.3% 9.6% 5.0% 7.8% 8.0% 8.5%

% 104% 128% 120% 119% 121% 118% 118% 116% 115% 113% 113% 112%

Budget balance -23 -162 -133 -145 -165 -160 -170 -168 -171 -167 -171 -181 

GDP 2 409        2 551 2 825 3 078 3 323 3 624 3 863 4 087 4 410 4 741 5 129 5 546 
% GDP -1.0% -6.3% -4.7% -4.7% -5.0% -4.4% -4.4% -4.1% -3.9% -3.5% -3.3% -3.3%

GDP growth 5.9% 10.7% 9.0% 8.0% 9.1% 6.6% 5.8% 7.9% 7.5% 8.2% 8.1%

Interest payment 54              57              66              76              88              101           115           129             146             162           181           197           
Growth 5% 16% 15% 15% 15% 13% 12% 14% 11% 11% 9%

Source: National Treasury
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The theory is that during downturns governments run budget deficits in order to stimulate growth. The same theory also

states that during good growth periods we should reduce the deficit and run a surplus. South Africa has not done this as

the deficit continued to widen even when the economy was growing at real GDP >3%. The budget deficit has been

funded through debt, hence the Debt/GDP ratio of 50.7%. The question is whether the country can sustain this debt?

Historically there have been periods where South Africa has not been able to sustain it and unfortunately we entered that

period again in 2015. The reality is that our currently debt levels are unsustainable, the only relief is that we could be

entering a reducing interest rate cycle in the medium term. Debt sustainability occurs when real GDP growth is greater

than real interest rate multiplied by debt to GDP or when Government revenue is growing faster than interest payments.

As illustrated in Figure 2 above, South Africa’s interest payments are growing faster than our revenue.
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Figure 3: Debt sustainability – we are back to the 1985-

1995 period

Figure 4: Real yields should catch up to expectations 

in the medium term

Source: South African Reserve Bank (SARB) Source: South African Reserve Bank (SARB); Perpetua research

When looking at debt sustainability, the past ten years are similar to those in the period 1985-1995. It should be noted

that growth was lower in that period but expected and actual real yields were similar implying current real yields need to

catch up to expectations. Currently, the 10 year government bond yield is 8.7% with inflation at 6.6% implying a real yield

of 2.1% which is closer to our expected yield of 3.1%. We are of the view that all things being equal interest rates have

peaked and will start reducing moderately. This combined with inflation being controlled within the targeted bands

underscores our expectations for the medium term.

CONCLUSION

Given the country’s budget deficit, it is unsurprising that fiscal consolidation was the focus of the Minister of Finance in

this budget speech. With the inclusion of concrete measures like tax hikes rather than one-off spending cuts, the

emphasis was clearly on sustainable and enduring fiscal consolidation as well as a strong awareness to spread the

burden.

As investors, however, the real concerns we see over the structural growth impediments in the South African economy.

Without a meaningful growth impetus, increased taxes and reducing expenses can only go so far. The Finance minister

himself said “Raising taxes when the economy is struggling is undesirable, but unavoidable, given the current

fiscal circumstances. Government is acutely aware of the difficult economic conditions facing the majority of

South Africans, but deferring tax increases by accumulating more public debt would ultimately impose a greater

burden on citizens.”
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