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R billion/Percentage of GDP Outcome Revised Medium-term estimates
Revenue 12982 1363.6 14775 1594.2 1709.3
29.5% 29.2% 29.7% 30.0% 29.9%
Expenditure 14457 1566.6 1670.6 1802.3 19351
32.8% 33.5% 33.6% 33.9% 33.9%
Budget balance -147.5 -203.0 -193.1 -208.1 2258
-3.3% -4.3% -3.9% -3.9% -3.9%
Total gross loan debt 22329 25305 2829.6 3094.2 34156
50.7% 54.2% 57.0% 58.2% 59.7%

Source: National Treasury
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26 October 2017

MTBPS 2017: AN UNFOLDING STORY

The Medium Term Budget Policy Statement (MTBPS) is a key milestone in Parliament’s budget appropriation and fiscal oversight cycle. It is the first juncture at which Parliament and civil society are able to engage meaningfully with budget proposals from the Executive, and will culminate in the Budget tabled in February 2018. 
The MTBPS speech by the Minister of Finance was a frank and honest appraisal of the economic and fiscal situation of the country’s sobering financial situation. It candidly tackled contentious issues such as the loss of confidence by business and civil society, corruption, governance and performance of State Owned Enterprises (SOE), the energy mix including nuclear power and electricity constraints. The MTBPS did not attempt to “sugar coat” the hard fiscal choices: that fiscal austerity (or fiscal consolidation as economists like to refer to it) will unfortunately have to continue to prevail in the medium term while structural reform are undertaken to stimulate inclusive growth. These include governance reforms (in key SOEs, for instance) and microeconomic reforms to stimulate inclusive growth and economic transformation increase participation in the economy of groups such as the unemployed and women, who currently face formidable barriers to participation. Equally important is that the fruits of the envisaged growth be more broadly and equitably shared. 
While more details will emerge in interactions with parliamentary committees after the MTBPS is tabled, the following “story line” appears to be emerging. This brief provides an initial snapshot of the major themes.

1. The Economic Outlook

· The international economy appears to be in recovery, yet South African growth rates have lagged emerging economy counterparts. We are not missing the benefits of a global upswing, as the South African economy’s performance has become decoupled from the world economy.
· Global average economic growth is projected to reach 3.6 percent in 2017 and 3.7% in 2018 largely due to demand and trade in Europe, with world trade volumes expected to expand by 4.2% in 2017.

· Sub-Saharan Africa is also poised to recover to 2.6% in 2017, which falls short of global growth but exceeds the growth levels projected for South Africa. 

· Since 2014, however, domestic economic growth has fallen by 2%. This is in contrast to National Development Plan (NDP) aspirations to an accelerated growth rate of 5.4% per annum, in order to reduce unemployment to 6% by 2030. 
· Current account is expected to widen over the medium term with greater reliance on foreign savings to finance domestic capital requirements

· South Africa remains vulnerable to external shocks more especially with the turbulence in the financial markets. 
· Having emerged from a technical recession, economic growth rates have been adjusted downwards relative to Budget Review 2017 projections. 
· The projected growth rate of the South African economy this year has been revised downwards to 0.7% , from 1.3% previously forecasted in Budget 2017.
· Growth is estimated to remain muted over the MTEF period, at 1.1% in 2018 and 1.5% in 2019.
· Unless an alternative growth trajectory is achieved, GDP per capita is likely to stagnate or decline in real terms, exacerbating existing levels of poverty and inequality.

· The MTBPS notes that GDP per capital has declined for two consecutive years, which is of deep concern in a society characterised by pervasive poverty (affecting roughly 30.4 million South Africans) particularly in rural areas and entrenched inequality.
· Unemployment has risen since 2003, currently at 27.7% (narrowly defined in the Quarterly Labour Force Survey published by Statistics South Africa) and spatially concentrated in provinces such as Mpumalanga (36.6%), Eastern Cape (34.4%) and the Free State (34.4%). Once workers who are so discouraged that they have stopped actively seeking work are included in the unemployment definition, the expanded unemployment rate rises to around 36%. The youth are especially acutely affected by unemployment. 
· At this juncture, the inflation outlook remains stable and within the target range over the MTEF.
· The inflation outlook is stable, with an annual average of 5.3% in 2017, and was revised up by 0.1 percentage point to 5.0% and 5.3% in 2018 and 2019.

· The inflation forecast has increased marginally since the previous meeting of the Monetary Policy Committee, with increased uncertainty regarding a number of the main drivers. The global economy is on a recovery path, with inflation having moderated in the emerging economies, while it remains benign in most advanced economies.

· Risks to the inflation outlook include: currency depreciation, higher oil prices, rising electricity tariffs and further sovereign rating downgrades.

· Business confidence is currently at a low point low due, inter alia, to high levels of policy uncertainty, possible shortages of water, electricity and other constraints to investment. Consumers are highly indebted, and unlikely to stimulate demand in the short term.
· Gross fixed capital investment is expected to decline by 0.6 percent in 2017.  Addressing issues such as policy uncertainty, poor implementation, perceptions of dysfunctional governance in SOEs could bolster business confidence, investment and hence growth. 
· Gross fixed capital investment is expected to rise to 0.5% in 2018 and 3.5% by 2020.

2. The Fiscal Framework
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· With muted economic growth, it is likely to be increasingly difficult to raise tax revenues. 

· A R50.8 billion gross tax revenue shortfall of the Budget 2017 estimate is being projected for 2017/18, R69.3 billion in 2018/19 and R89.4 billion in 2019/20, amounting to R209.5 billion revenue shortfall over the MTEF. 
· Budget 2018 faces the challenge of filling the revenue gap in a way which least compromises equity or economic growth – a delicate balancing act with unpalatable choices. 
· Value Added Tax, Personal Income Tax and Corporate Income Tax (the most buoyant revenue drivers) performed below initial projections. Shortfalls were to some extent offset by higher than expected Dividend Withholding Taxes amounting to R5.4 billion. 
· In the absence of growth, room to expand existing tax bases or create new tax instruments is limited. Increasing tax rates or creating new tax instruments may, in fact, further undermine growth.
· In this light, it is critical that the South African Revenue Service stems illicit financial flows.
· Country-by-country reporting by multi-national companies (which will commence at the end of this year) will also empower SARS to assess risks relating to base erosion/profit shifting.
· Cabinet has approved the release of the carbon tax bill to Parliament for formal consideration and adoption. From a climate change perspective this is in line with the NDP, but concerns around potential employment impacts in the short term remain.
· The expenditure ceiling
· Since the imposition of aggregate expenditure ceilings in 2013, there has been a decline of R2 billion in spending on consultants, travel, accommodation, catering, advertising and conferences, etc.

· Consolidated expenditure is expected to increase from R1.6 trillion in 2017/18 to R1.9 trillion in 2020/21, an annual average growth rate of 7.3%. 

· Fiscal space has all but been exhausted: there are no funds available to increase baseline expenditure in Budget 2018, and some programmes may have to be cut.
· The deficit is likely to increase further. 

· Increasing budget deficits will widen to 4.3 percent of GDP in 2017/18. This will place additional pressure on departmental budgets to curtail spending and realise efficiencies.
· Borrowing requirement will amount to R1 trillion over the medium term.

· In response to widening deficit, the National Treasury will issue treasury bonds to be finance the higher borrowing requirement.
· As a result of sluggish economic growth, the debt-to-GDP ratio is set to increase, rather than stabilise. 

· Gross government debt is set to reach 60 percent of GDP by 2022.

· In 2020/21 nearly 15% of the revenue will be used for debt service costs which are the fastest growing expenditure category, possibly crowding out social and economic spending. 
· Additional transfers to State Owned Entities (SOEs) and associated SOE contingent liabilities may place additional pressures on other expenditure categories, and intensifying aggregate fiscal risk.
· SAA and Post Office will receive R13.7 billion of additional appropriations to recapitalise their balance sheets.
· To address perceptions of governance failures at, and poor performance by, SOEs, a number of governance changes have already been effected at the SABC, SAA and Eskom. Well functioning SOEs are critical for rolling out Government’s infrastructure delivery.

· Telkom shares will most likely be disposed to offset the expenditure ceiling breach (with an option to re-purchase them at a later stage).
· A strategic equity partner for SAA has been mooted.

· Drawdown of the contingency reserve (to R16 billion over the MTEF period) was used as a partial source of finance, but a shortfall of R3.9 billion remains. The mix of expenditure cuts/revenue increases and/or borrowing will be crucial element of Budget 2018.
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Reprioritisation within the expenditure ceiling
· The expenditure ceiling will be maintained through further cost containment measures, increasing the quality of spending, and divestment of Telkom shares. The 2017 MTBPS highlights the fact that spending on goods and services by national and provincial has increased only 5.6% between 2013/14 and 2016/17, just above inflation over the period.  However, the 2016 MTBPS made a commitment to improve the quality of spending. Since there has been an increase in the expenditure for goods and services beyond the inflation, it will be important to ascertain such expenditure has achieved the developmental impact intended.
· Medium-term expenditure priorities remained broadly similar to previous Budgets, with continuing  broad alignment between medium term expenditure priorities, the National Development Plan (NDP) and the Medium Term Strategic Framework (MTSF). The MTBPS continues on the path of fiscal consolidation, reduction of the expenditure ceiling, while protecting social spending to cushion the poor and vulnerable. As noted by the Minister, the fundamental positive impact could be made not necessarily only through altering policy priorities, but – even more so – through their improved implementation.
· The MTBPS notes that two thirds of government spending is directed at promoting the socio-economic rights enshrined in the Constitution, making it highly progressive and pro-poor.

· R44 billion is expected to be spent on new school construction, the refurbishment of existing schools, libraries and laboratories.

· Post school education remains the second fasted growing budget item, with an average annual growth of 8.2 % over the MTEF. Despite the fiscal constraints, the imperative that no academically deserving student be excluded from tertiary education due to financial constraints was reiterated.
· Community development also remains as priority (with an average annual growth rate of 7.9%),  and health and social development (with annual average growth rates of 7.5% and 7% respectively).
· Public sector wage negotiations may place additional pressure on the expenditure ceiling, and upside fiscal risk. The 2017 MTBPS raised concerns around the public sector wage bill which may crowd out other expenditure areas, impacting negatively on the delivery of services and infrastructure budget. However, the 2016 MTBPS made commitment to the freezing of headcount to further moderate employment cost by 2018. This will be a key issue for personnel intensive sectors such as policing, basic education and health.
· Apportioning the burden of fiscal consolidation and the outcomes of reprioritisation: After identifying the need to strengthen the alignment of the Budget, MTSF and NDP, the Department of Planning, Monitoring and Evaluation (DPME) and the National Treasury (NT) developed a mandate paper to prescribe a framework for making strategic choices among competing priorities against the limited resources to better implement the NDP. The mandate paper serves as a Guide for government reprioritisation process. It will be a key pillar on the basis of which the Committees may engage with government in the MTBPS hearings, culminating in the 2018 Budget appropriation.  
· It correctly points out that, from now onwards, departments may have little latitude to effect further cost containment measures without compromising service delivery which clearly limits options for fiscal consolidation on the expenditure side. The most feasible option available is to improve spending on capital projects, curtail fruitless and wasteful expenditure.
· Further options for fiscal consolidation, as contained in the mandate paper, includes the closure of ‘non-core’ projects. The choice of which projects are targeted as ‘non-core’ or not aligned to the NDP would be critical.
3. The Division of Revenue

· The division of revenue proposed in the MTBPS allocates 43.2% of non-interest spending to provinces (mainly for health, education and social services) and 9.2% to municipalities to contribute to the financing of basic services to the poor.

· Allocations to provinces is expected to grow by an annual average of 7.2% which is above the current inflation rate.
· Wage negotiations are likely increase pressure on subnational governments, especially if they have limited own revenue instruments and are large dependent on intergovernmental grants.

· Reasons for the rising provincial public sector wage bill includes a range of variables such as: annual cost of living increases; promotions and job re-grades; increasing number of public employees; introduction of occupation specific dispensation (OSD); critical skill vacancies which results in the appointment of contract  workers and appointments without proper planning and budgets; and poor organisational design.

· With advent of fiscal austerity, provinces were requested to rein in their personnel budgets by minimising headcount. Despite provinces making some headway in headcount consolidation, provinces received an additional allocation of R3.83 billion in 2015 to assist with the higher than anticipated cost of the public sector wage agreement.
 
· Public sector wage bills have increasingly crowded out other areas of spending, including complementary inputs that public servants need to do their work.
 This is particularly a challenge within the health sector, Limpopo province, for example, the compensation budget accounts for 71 per cent, which means the budgets for key operational inputs such as medication and medical equipment etc is limited.

· Conditional grant may be impacted as follows:

· Grants that are under- performing are likely to incur reductions. The funds will either be reallocated and disbursed to provinces or municipalities that are performing or the funds can be reprioritised and redirected to other expenditure priorities.
 

· Grant funding is also likely to increase in respect of disaster/emergency funding for provinces/ municipalities
 that have experienced drought and infrastructure damage caused by floods.

4. Measures to enhance inclusive growth

· This 2017 State of the Nation Address articulated a commitment to radical economic transformation, opening up participation in the economy for those who have been excluded, through: 

· “…fundamental changes to the structures, systems, institutions and patterns of ownership, management and control of the economy, in favour of all South Africans, especially the poor, the majority of whom are African and female”.

· Infrastructure investment, a crucial driver of growth and employment, is expected to amount to R948 billion (about 5.9% of GDP) over the MTEF period.

· The Public Procurement Bill envisaged to be tabled in Parliament in 2018 will provide for:
· Set asides in the allocation of contracts for township and rural enterprises, cooperative as well as black-, women- and youth-owned enterprises, while also optimising value for money.

· This provision is in addition to compulsory subcontracting to designated groups in all contracts above R30 million and the designation of sectors for local industrial and economic development.

· A key challenge would be to streamline supply chain management processes so that they accommodate these multiple objectives without introducing undue delays, or compromising internal controls or transparency. 

· Other key microeconomic reforms include:

· Energy policy, especially electricity which is a major constraint on investment in manufacturing capability for domestic and foreign firms.  Current surplus electricity capacity is an artefact of slow growth. Once the economy is on an upswing, it is critical that these constraints do not re-emerge. The level of economic activity and the derived demand for electricity will also impact on decisions around nuclear energy which “will be implemented at a pace and scale the country can afford”. 
· Improving global competitiveness through logistics reforms that will lower port and rail prices. Making rail more competitively priced could alleviate road freight pressures on the country’s roads.

· Stimulating the tourism sector which is labour intensive.
· A call was made for the resolution of policy uncertainty as a matter of urgency, for example in the mining and agricultural sectors. As noted by in the MTBPS “Restoring confidence is the cheapest form of stimulus we can inject”. This however falls outside the direct purview of the National Treasury, and is instead the domain of line ministries in their respective sectors.

· The need for support to small business as a driver of employment and growth was reaffirmed. 

· This included the Small Business Enterprise development fund for start-ups to be operationalised by the Government Technical Advisory Centre.

· Enforcement of the PFMA obligation to pay suppliers within 30 days is critical to the survival of SMMEs.

· Research and Development and innovation in the dawning Fourth Industrial Revolution. As new disruptive technologies emerge and converge to shake up the manufacturing landscape, it is encouraging that the Council for Science and Industrial Research has completed a study on spectrum availability and open access for the Department of Telecommunications and Postal Service. South Africa needs to invest on broadband infrastructure to boost innovation, which is a catalyst for global competitiveness, economic growth and job creation. 
· It is therefore of some concern however that mid-year spending projections appear to suggest that up to R139.8 million could be underspent in relation to the South Africa Connect broadband project. This merits further discussion.

· The proposed market enquiry into data prices by the Competition Commission will help to ensure that pricing is competitive and any abuse of market power is curtailed, which may benefit both consumers and small businesses. 
Some implications for parliamentary fiscal oversight
· The MTBPS explicitly has addressed fiscal risk, but how stakeholders react remains to be seen, in particular whether the package of reforms announced is sufficient to stave off credit downgrade, at least until Budget 2018 is announced.
· Despite the strong signals in the MTBPS, unless there is follow through on structural reform in the Budget, credit downgrades are still a risk.

· Lower sovereign debt ratings could increase risk premia and hence borrowing costs for domestic debt. If South African bonds fall below investment grade, increase risk premia would result in a greater burden of debt, and flight by investors compelled to divest of South African bonds in the Citibank index could result in depreciation.
· This is likely to stifle job creation, increase unemployment, depress tax revenues and increase demands on the fiscus

· Government has provided an update on short-term confidence- boosting measure which include sustainable fiscal policy, implementing sector reforms and finalising key legislative and policy processes.
· Ratings agencies will be observing whether the structural reforms called for by the Minister of Finance actually do materialise.
· Drawdown of the contingency reserve will alleviate immediate revenue shortfalls to some extent, obviating the need for increased taxes or further cutting spending (which would depress the already vulnerable economy). However, it does limit the fiscal space for future large programmes such as the National Health Insurance (NHI) and increases fiscal risk exposure in event of large exogenous shocks. While the option of removing tax credits to fund remains possible, it will only cover a fraction of the costs to rollout NHI fully.
· If South Africa can restore confidence, balancing fiscal and political sustainability, it may well be able to capitalise on the global economic upswing. Treasuries typically are really only referees in the budget process, setting the broad budget parameters and the “rules of the game”. The devil will lie in the detail of individual department annual performance plans and budgets next year, and the extent to which they are coordinated across sectors, spheres of government and public entities, with social partners such as labour and business, non-profit organizations and broader civil society.
· In the forthcoming Budget 2018, it will be critical to ascertain how the burden of further expenditure cuts would be shared, and which sectors or spheres of government are most affected. Enforcing expenditure ceilings historically have centred on curtailing spending across-the-board by a particular percentage rather than aiming to eliminate entire programmes that are not efficient, in order to protect those that are. 
- END -
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� The City of Cape Town is currently experiencing severe water shortages due to drought and KwaZulu-Natal province experienced heavy torrential rains on the 10 October 2017 causing major infrastructure damage.
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