After the storm: Assessing COVID-19's
impact at Level 2.
Date: 03 Sept 2020

Introduction
The South African state, under the leadership of President Cyril Ramaphosa, has
done a commendable job curtailing COVID-19's spread. There were mistakes, but
considering the uncertainty as well as the unfolding nature of the pandemic, that
was to be expected. Overall, South Africa has proven its capacity to manage a
public health crisis, while it has also now had sufficient exposure to the health system's shortcomings to find remedies.
Unfortunately, the response to the pandemic necessitated actions that caused
severe collateral damage to the economy. The various lockdown stages each
made a significant impact on South Africa's growth, effects which we predicted in
this previous analysis. Now that level 2 lockdown has been reached, we will revisit
some of those predictions and also ask where to next for the country.
At a broad level, the lockdowns have caused damage as predicted. South Africa's
economy is anticipated to contract by 8 percent, aggravated by several factors.
The slowdown or shutdown of critical sectors such as mining, manufacturing, logistics, agriculture, tourism and retail left a big hole both in company books and in tax
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returns. Tax revenue was also depressed by curtailing cigarette and alcohol retail.
Beyond those effects, the global nature of the pandemic has put many foreign
customers on the back foot, resulting in reduced exports.
There is, though, hope. As our next section discusses, there are several opportunities that, if acted upon quickly and meaningfully, can greatly improve the country's
position and future success. But the window of opportunity is not going to stay open
for long.
The situation facing South Africa is dire, requiring urgent and specific interventions.
The rest of this report delves into those challenges. But we prefer to start this conversation with remedies. In this view, the rest of the report outlines and details the
conditions that demand strong and lasting interventions. But the primary takeaway
should be that something can be done about those challenges.
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Even though South Africa faces numerous shortcomings, it nonetheless has a mature operational culture and high baseline to leverage towards recovery. According to World Bank data compiled by the IDC, we are bound for a 7.1% GDP contraction followed by 2.9% growth in 2021. Though that is obviously from a low base,
it does mean the current slump isn’t perpetual and recovery is possible through a
number of mechanisms.
For example, the recent announcements by the Development Bank of South Africa (DBSA) to increase infrastructure spend is a significant advantage not many
countries can claim. Delving into some of the details, it's very telling that there is
substantial private sector support and that the DBSA will be offering technical support as well. These factors reflect the potential of public-private partnerships and
the high-degree of technocratic and governance capabilities in the country.
The announcement does, though, also highlight two areas that need urgent attention from policymakers and strategy executors. First, cooperation between the
private and public sector can be much stronger, and the state must overcome
its reluctance to be an equal partner instead of leading every engagement. Public-private cooperation is arguably South Africa's most under-utilised advantage in
terms of socio-economic development.
Second, corruption must be addressed. Any view that corruption is a limited activity
perpetrated by a few individuals was removed by the quick and rampant abuse of
public health tenders during the pandemic, particularly around personal protective equipment (PPE). This not only stoked great public anger, but revealed two im-
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portant factors: there are not sufficient governance controls in public entities, and
criminals have become very good at exploiting loopholes in the Public Finance
Management Act (PFMA).
The scale of corruption related to PPE contracts also exposed that corruption runs
across the value chain and departments, implicating leaders as well as lower-level
public servants and private business people. If this corruption is not attacked with
clear intent and long-term outcomes, all other remedies will eventually fail. This
cannot be overstated: corruption has eclipsed all of South Africa's problems - even
crime and unemployment - as our biggest and most demanding challenge. It is
the cancer eroding every effort to build a strong nation.
In particular, the state's roughly 700 SOEs are still poorly equipped to fight corruption. Corruption has compounded other problems or hampered their remedies, and today SOEs suffer from a range of issues including liquidity, operational
efficiencies, dysfunctional governance models, and leadership. There is a clear
brain-drain happening among SOEs, and many are losing their hard-earned positions as world leaders and sector giants. While the fight against corruption must
occur across municipalities, the private sector and national departments, SOEs are
where the early battles can win the war.
South Africa has several areas that it can use to its advantage. It can expand more
intra-African trade to offset losses from slowing export partners. It can support the
growth of SMEs and township economies. It can pursue unrealised value from existing trade agreements, boosting exports to regions such as Latin America and the
Far East, where the country already has existing agreements. It can help develop
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SADC regional economic hubs and enter into energy and mineral resource partnerships, such as co-developing gas supply.

Those same hubs can also contribute to regional travel and logistics. Railways,
roads and other infrastructure can be developed across country borders, and
South Africa can leverage its significant logistics advantages to improve its economy as well as those of its neighbours - all who are reeling from the pandemic's impact. According to the IDC, citing data from the World Bank, IMF and SARS, many
of South Africa’s neighbours have medium to high vulnerability in terms of trade
with China and Europe. There is space for the country to grow closer trade links with
African peers. Regional economic and logistics hubs can also forge stronger ties
between provinces and neighbours. For example, a regional hub in the Limpopo
province can link the region with Botswana, Zimbabwe and Mozambique.
The combination of improving SOEs and building regional economies also presents some opportunities that, at first, may seem radical but are actually sensible.
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For example, it's worth investigating if certain SOEs can be broken up to be more
effective. SAA Cargo might sit better at Transnet, and Transnet's logistics arm might
be much more effective as its own autonomous enterprise. Such changes can
expand investment in SOEs, following similar success as Telkom has seen in the
past decade.
Attracting investment in creative ways will be very important as demand for international investors will dilute prospects across the board. Hence why there should
be an emphasis on regional development as well as creating more streamlined
and focused SOEs.
South Africa has the capacity and capability to realise all of the above. It has had
the policies to do so, yet falls short in terms of strategic execution and monitoring
of policy impact. These factors, along with corruption, are causing a significant
drain on the country's fiscus and competitiveness. They undermine efforts to bolster SMEs and grow township economies. They dissuade investors and damage
South Africa's reputation as the continent's leading political and economic power.
But South Africa is not in over its head. It's punching underneath its weight and
could be an international heavyweight. The COVID-19 pandemic has wrought
havoc and exposed severe shortcomings, which are detailed below. But this is
not the end. It's the beginning - and if we do things right, it will lead to a fantastic
future.
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The Value Chain impact
We will delve into specific sectors. But first, it's key to understand that none of the
effects of the pandemic or lockdowns are isolated. The real and lasting damage
caused by the lockdowns is most amplified in value chains. Judging by data
from Statistic SA, nearly all sectors of the economy reported blow-normal turnover, and some of the biggest hits are among value chain-sensitive sectors such
as mining (88.9%), manufacturing (88.4%), construction (96.7%), trade (90.8%)
and transport/storage (81/1%).

As mentioned above, exports were hurt by lower demand from other countries.
But internally, rules prohibiting traffic across provincial borders also severely limited
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logistics. Human transport went down, as did the transport of goods and services.
Industrial logistics, such as for mining and agriculture, slowed as well. Tourism and
business travel were left deeply impacted by the literal shutdown of the tourism industry, and a substantial number of airlines - including SAA - are either going under
or entering business rescue.

Business confidence has collapsed (IDC), a bellwether for the problems assaulting
companies from all sides. Business liquidations and retrenchments are on the rise,
and the Commission for Conciliation, Mediation and Arbitration (CCMA) has noted a spike in unfair dismissals applications. The Unemployment Insurance Fund is
processing notably more applications. Several banks are also preparing for a rise
in bad debt as businesses and individuals fail to make their payments. According to Statistics SA, 35.% of employees have seen their work hours decrease and
25.8% of companies are laying off staff in the short term.
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The combination of failing businesses, as well as increased remote working, is
having a significant impact on the property and services sectors. The commercial
property market is contracting, and sectors such as retail have been hit particularly hard. There are open questions on the continued viability of some malls and
office estates. Services that also relied on business locations, such as restaurants
and coffee shops, are in profound trouble. 70% of food and beverage businesses
have laid off staff, and 40% have not received any government support. These
businesses are closing by the hundreds, affecting thousands of jobs across their
supply chains.
One short-lived boon of the pandemic is that it took some pressure off Eskom. But
energy problems returned as Eskom introduced loadshedding with lower lockdown levels. This is a collision course. A growing economy demands more energy,
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and yet Eskom cannot keep up. Rolling blackouts and scheduled loadshedding
will kick the economy while it's down.
If we need a canary in the coal mine, tax is the best indicator. The South African
Revenue Service anticipates a 15-20% tax shortfall, amounting to roughly R285
billion. The damage to the economy has already led to South Africa receiving an
IMF loan, and it's unlikely that will be its first overtures to international lenders. The
State's debt-to-GDP ratio will cross 81% in 2020, exceeding 100% of gross domestic product by 2024-25 and rising to almost 114% by 2028-29.

Sector-specific analysis
Mining
The impact of the pandemic lockdowns on mines has been manifold. Output
dropped by 50% in April, contributing to a 29.9% year-on-year output drop. Data
from the Minerals Council South Africa shows monthly production falling off a cliff
after January 2020. The decline was the result of the hard level 5 lockdown, and
numbers eased slightly in May as the sector rebooted. But that is only one of the
sector's problems.

Denice Manganye
Chief Strategist & Scenario Planner
esm@esek.co.za

As our first two reports noted, demand for resources will slump. This is materialising - lower demand has been driving down prices, and there is specific concern
around industrial metals since the demand from China is down. Mines must assess
their risk exposure to export markets. Though there will be opportunities, there are
no guarantees at this stage.
Global commodity prices have been volatile – according to the IDC using Bloomberg data, main commodities such as iron ore, coal and oil are particularly unstable, affecting future plans for the relevant sectors. Much of this activity also suggest
stockpiling, meaning depressed prices in the future are quite likely, and commodities won’t have a sustained upwards recovery. The domestic market is also de-
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pressed, as signalled by Eskom’s force majeure declaration on coal contracts.

Mines are deferring capital projects to save money, and some have begun selling
their assets. This is affecting jobs, as well as future developments and mining innovation. The South African economy still relies heavily on its resources sector - these
problems will complicate the country’s recovery.

Manufacturing
Equalling mining’s woes, manufacturing dropped by 49.4% year-on-year in April.
The most staggering was in the automotive sector, where output dropped 98%.
Practically every manufacturing segment went into decline. Some of the biggest
hits occurred among manufactures relying on or supplying the mining sectors, but
the wood and paper segments also dropped precipitously. Food and beverages
dropped the least of the major segments, but still stopped just short of a 20% decline.
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This holds with our prediction that manufacturing will be among the worst hit by
the pandemic and lockdowns. Some were able to pivot into new activities - IDC
graphics show that business activity has dropped to its lowest point in at least 14
years, yet manufacturing didn’t fall by nearly as much. But much lower demand
has still reduced opportunities. It remains to be seen how many manufacturers,
many of which fall qualify as SMEs, have the resources to stay open long enough
to recover.

Logistics
Logistics and transport have experienced a rough ride in the past few months, particularly as provincial and national borders were closed. Compared to the same
period in 2019, all freight transport sectors have declined. Notably, road freight,
sea freight and freight transport all declined by more than 20%, and rail transport
declined by over 25%. The biggest loser was air freight at 46.6%.
Transnet is likely to take a massive blow in earnings from the lockdowns. Transnet
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Freight Rail contributes more than half of Transnet's income, but that division relies
heavily on the movement of goods, particularly for mining. As mining declined, so
did Transnet's earnings.
Yet this sector is also showing real potential to rebound. May and June recorded
consecutive climbs when compared to April. Yet overall the volumes are still 23.2%
down from the previous year. Consequently, even with these gains, the sector is still
in the red. More concerning is that demand might not surge enough for a quick
recovery: consumers are not spending as much as previously, and China, a major
resource customer, has a large steel stockpile, dampening mineral exports. The
most optimistic projection is a recovery of previous levels by 2022.

Retail
As level 5 commenced, we predicted that the retail environment is in for a rough
time. This has happened. The most visible casualty has been the Edcon group,
which has gone into business rescue and is selling its assets – and is also retrenching 22,000 workers. The closure of DionWired and Masscash stores is threatening
a further 1,440 jobs. On a much smaller scale, the country's only Prada outlet has
shuttered.
This sector is in particular danger because its biggest threat was not the lockdowns
but the economy itself. Consumer confidence has plunged to a 35-year low. This,
coupled with increasing lay-offs and rising costs of living, are severely curtailing
household budgets. The retail industry will feel the brunt of that, with knock-on effects on logistics and manufacturers.
Foot traffic at malls is increasing, albeit at levels below the pre-COVID era. It should

Denice Manganye
Chief Strategist & Scenario Planner
esm@esek.co.za

also be noted that falling mall visitor numbers were already a concern prior to the
pandemic and lockdowns. A further concern is that many retail outlets positioned
near office parks and similar locations might never see a full recovery as office
workers spend more time at home and working remotely.

Automotive
The woes of the manufacturing, retail and logistics sectors collide in the automotive sector. Sales of new vehicles have dropped by at least 30-40%, and exports
are not doing much better, declining 39% in June when compared to the same
period in 2019. Second-hand sales are also down. National Association of Automobile Manufacturers of South Africa (NAAMSA) reveal both export and domestic
sale plunges that exceed the effects of the 2009 global recession. This is already
off the back of both sectors underperforming over the last decade.
The big concern here is that the sector is a significant and continual investor in
the South African economy, including mega-projects and new factories. As local
and global demand slumps, this will impact those projects, and there may not
be much that can be done to intervene. As one of the country's major economic
lifelines, the automotive sector's decline needs to be watched closely.
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Aviation
Aviation might be the biggest casualty of the pandemic, as we predicted it level 5.
Even once-sound airlines are in trouble and several, such as Virgin Australia, are not
likely to survive at all. Low traffic, extra costs due to COVID-related protocols, and
retrenchments continue to undercut the sector's viability and profitability.
Those airlines receiving bailouts are adding debt to strained public sector budgets.
In some cases, it's worth questioning the value of such bailouts, as airlines are unlikely to return those investments. Limited access to international travel will dampen
prospects, and even domestic travel is hurting as consumers tighten their belts and
business travel makes way for virtual connections. It would not be out of place to
say the aviation sector will need to undergo significant downsizing and consolidation.
This is an opportunity to reshape the state's holdings in the aviation sector. SAA
should be broken apart so that its more effective units can survive and thrive. For
example, SAA Cargo is better suited under the Transnet umbrella, where it can operate as a separate entity that engages with various customers.
It is also sensible to try and boost domestic travel by supporting more regional airlines. Regional airports, such as in Polokwane and Mpumalanga, can be economic engines if there is sufficient regional traffic - and the main barrier has been the
state's entities undercutting healthy competition. Given its debt burdens and future
challenges, the state can't afford to be exposed to SAA's challenges.
There is also potential in exploiting inter-African travel, a woefully under-developed
market. The sector's current problems are an incentive to develop those relationDenice Manganye
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ships, as future growth is more likely to come from the continent than other parts of
the world.

Property
Retail's problems resonate with another sector that also has poor long-term prospects and may not recover from the pandemic's impact. As anticipated, occupancy rates dropped considerably during the pandemic, and those numbers are
not recovering due to remote working. Likewise, rent collection is down substantially.
For example, major property groups reported receiving as little as 40% to 50% of
retail and office rent due in April and May. It can be assumed that numerous of
those companies that couldn't make rent won't survive to remain tenants.
The property sector is in a very precarious position, and the next 12 months will reveal its fate. That being said, there are views that the property market was already
overvalued. Some auction houses have noted a jump in registered buyers and interest in collecting properties for low prices. But those same slumps in value will be
negative for current property investors, which include some of South Africa's biggest
investment entities and retirement funds. The buyer's market also does not indicate
the fate of some office buildings, where occupancy is unlikely to rebound.

Tourism
Tourism also reflects many of retail's woes. Beyond the problems for restaurants,
occupancy at hotels have dropped from 60% to 17%. Though this will recover as
level 2 lockdown allows for increased domestic travel, it won't be enough to save
many restaurants, coffee shops, hotels and B&Bs. The reduction in activities such as
conferences, due to social distancing, will also severely hamper hotel recovery, not
to mention failing restaurants located at hotels.
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International travel remains off the cards, which is a serious problem. South Africa
welcomes around 10 million international travellers a year, and their absence will be
felt for some time. Even once borders open, the combined effects of a depressed
global economy and lack of a vaccine will continue to curtail international travel.
World Bank data shows that 47% of firms in this sector has a 100% drop in occupancy, while 85% experienced at least 50% less occupancy.

Several mega-developments around retail and tourism have halted or been cancelled. There must also be concern for the myriad of 'gig economy' workers and
investments in the sector, such as Uber and Airbnb affiliates. Likewise, the impact
on South Africa's nightlife sector - bars, clubs, theatres, etc. - is going to continue

Denice Manganye
Chief Strategist & Scenario Planner
esm@esek.co.za

beyond the lifting of lockdowns.

Telecommunications
As was anticipated, telecommunication firms were among the rare winners of the
lockdowns. Both Vodacom and MTN reported an increase in sales, particularly
for data. Other industry players did not do as well, but those performances relate
more to internal problems. At least one new broadband provider, Rain, managed
to grow aggressively during the lockdowns, and the sector benefited from remote
working and other data-hungry services such as Showmax and Netflix. The sector
stands to continue its advantage as e-commerce and digital modernisation accelerate.
This growth has come at a cost. The pandemic has laid bare how stark South
Africa's digital divide is. High data prices are routinely called out by different sectors, be it for remote workers, online teaching or other activities. Demand from
increased traffic has also elevated the problem with spectrum allocation, which
is already years behind schedule. Even though temporary spectrum was allocated, these will have to become permanent allocations, and additional spectrum
is also needed. The delays in digitising South Africa's television signals are coming
home to roost.

Insurance
Both our previous reports noted that insurers are ill-prepared for the pandemic. This
has come to be as several insurance companies tried to avoid making payouts
to affected businesses and individuals. In one case this even mushroomed into a
campaign against insurance companies, some of which capitulated under social
and legal pressure.
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The insurance sector has two major problems: the brand damage from these refusals, as well as the viability of supporting claims. Their refusal to pay claimants likely
stems from their unpreparedness for the pandemic and the resulting business disruptions. To put this in perspective, the claims of 500 businesses currently battling insurance rejections amount of R4 billion, and this only represents a portion of claims.
Predicting the long-term outcome of insurance is difficult, as it can be a very resilient sector. But the bad faith created amongst consumers may prove irreversible,
and we might look back at this as the tipping point when incumbent underwriters
start losing ground to newcomers in the market.

Financial sector
Financial services companies, particularly banks, are handling the challenges of
the pandemic better than most. The real impact, though, is still coming and banks
are preparing for substantial bad debt. Solvency issues are not a concern held by
most, and it's expected that falling revenue at banks won't breach their minimum
capital levels.
But several have suspended dividends and make other cost-saving cuts such as retrenchments and closing branches. Some banks are holding off on further layoffs to
stem rising unemployment. Overall, the financial sector is proving both its resiliency
and its capacity to support the country.
Yet we must be mindful that its chickens are still coming home to roost. Bad debt,
reduced earnings, as well as the delayed impact of payment holidays and reduced volumes of new business will all take their toll. Home and business loan defaults will rise as the shrinking economy bite small businesses and individuals. Return
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on equity for banks have already dropped from 14% to less than 9%, and banking
shares across the board have experienced their biggest annual drop since 2002.

Medical
Nobody doubted that the medical sector would fall under severe pressure during
the pandemic and lockdowns. Nonetheless, the sectors' stark gaps in service delivery, access to medical services, and a general lack of capacity at particularly
public sector hospitals have been laid bare. South Africa's excess deaths were
up 59% in the second week of July alone. Some reason these are COVID-related
deaths not being recorded, but a broader view holds that many are dying from
other conditions as those patients couldn't access medical services.
South Africa's controversial alcohol ban also underscored capacity problems. Despite being a highly unpopular ban, it was nonetheless necessary to open up emergency rooms - so much so that the initial ban was lifted and then quickly reinstated
when hospitals became overwhelmed. In some regions, such as the Eastern Cape,
poor planning and endemic corruption led to a lack of capacity and services even
during the bans.
It is abundantly clear that South Africa needs to strengthen primary healthcare infrastructure. An opportunity exists to repurpose COVID investments to make lasting
change in the sector, particularly for public healthcare. At this stage, it appears that
modelling predicting COVID casualties exaggerated projections, but that overflow
can be reinvested elsewhere. What we have run out of are excuses on why healthcare doesn't need urgent and acute attention.
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Municipalities
The impact of retrenchments is a recurring theme in this report. Yet municipalities
will feel its impact the most as more people fail to pay rates and taxes. These are
enormous revenue streams for municipalities, which are struggling with R191 billion
in debts owed to them - 69.9% of which are from households. The National Treasury considers collecting the bulk of these debts as unrealistic.
Two problems will continue to stem from this situation. First is that service delivery
will become even more constrained and smaller towns, in particular, will be very
hard hit. Services ranging from road repairs to clinics to grant disbursements will be
impacted more severely than they already are. The second problem is that many
municipalities also owe debts to other entities, particularly Eskom. It has been trying to recoup some of those debts, resulting in two outcomes: Eskom gets some
of its money, further crippling municipalities, or municipalities continue to not pay,
further crippling Eskom.
The central issue here is corruption, a massive and persistent problem across most
municipalities. This is quite evident in the generally poor audit results of municipalities, a third of which regressed from their previous audits.

Treasury
National Treasury should be commended for playing open cards about the current
situation. But it does not possess a magic wand with which to conjure surprise reserves of cash. Consequently, and as we predicted, the country has approached
the IMF and New Development (BRICS) Bank for assistance. Yet these loans are only
for COVID-19 efforts and not remotely what will be needed to stimulate economic
recovery. A return to lenders is a near certainty.
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These new loans, though necessary, will raise debt-to-GDP, which will cross 81% in
2020, exceeding 100% of gross domestic product by 2024-25 and rising to almost
114% by 2028-29. These loans are in dollars, and a weak Rand will raise the cost of
servicing debt. As a result, budgets will have to be re-prioritised and spending on
social development and infrastructure, as well as development priorities, will suffer.

Tax
The tax scenario is brief but very stark: a 15-20% tax shortfall, amounting to roughly
R285 billion, is expected, and recovery will be slowed by rising liquidations and unemployment. Just as municipalities will find their pockets much lighter than before,
national tax revenue will suffer from the combined effects of a depressed economy, struggling businesses, fewer qualifying taxpayers, and mounting state debt.
Even the radical-yet-necessary step of raising VAT might need to be reversed to
help struggling households.

Denice Manganye
Chief Strategist & Scenario Planner
esm@esek.co.za

