
Welcome to our second newsletter in our Special Investment series. Our first edition reflected market conditions up to 13 March 
2020 with a focus on the unfolding COVID-19 (Coronavirus) pandemic, and the impact of the oil production war between Saudi 
Arabia and Russia. Unfortunately, the devastating impact of the Coronavirus pandemic on the world, its population and its financial 
markets will remain with us for the foreseeable future.

This edition focuses on the recent downgrade of South Africa’s local and foreign currency denominated debt to sub-investment 
grade (i.e. from Baa3 to Ba1) by Moody’s rating agency on 27 March 2020 and the subsequent further downgrading of SA’s debt 
by Fitch rating agency from BB+ to BB on 03 April 2020.  Both maintain a negative outlook on SA.  Moody’s is one of three major 
global credit rating agencies – the others being Standard & Poor’s (S&P) and Fitch. Moody’s has now followed the other two rating 
agencies in questioning our government’s ability to repay its debt in the future. They said the main driver behind the downgrade 
was the continuing deterioration in fiscal strength and SA’s structurally very weak growth. This downgrade now leaves the country 
without an investment grade rating for the first time in 25 years.   

So what exactly does this mean and why is it important for me to know?

We’re all familiar with our personal credit score, which is usually a number between 300 and 850. Banks and lenders review these 
credit scores to determine if we are sound individual financial counterparties with whom they can transact. 

A country credit rating is quite similar – it’s an evaluation by a global rating agency of the ability and willingness of a country to pay 
back money that it has borrowed. As mentioned, S&P, Fitch and Moody’s are the three largest credit ratings agencies globally, and 
cover more than 95% of the ratings market. 

Countries that are viewed as sound investment standing are rated as “investment grade” and those rated below investment grade 
are classified as “junk” status. South Africa has now been demoted to the “junk” status category and joins the likes of Greece, Russia, 
Turkey, Namibia, etc. 

In short, the rating agencies are saying South Africa’s ability to pay back money it has borrowed has reduced and there is a higher 
chance that South Africans may even default on their payments.
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Higher cost of government borrowing:

South Africa has been spending more money than it earns from taxes. The government therefore needs to borrow money to fund 
this shortfall. Governments borrow using bonds. The next time South Africa issues a bond, the credit rating on the bond will be 
sub-investment grade according to all three agencies and this is likely to lead investors to demand a higher interest rate. Paying 
more interest will mean even less money available for social initiatives and much needed infrastructure development to create jobs. 
This might in turn lead to higher taxes, which will stifle the economy even further.

Removal from Citigroup’s World Government Bond Index (WGBI):

Another impact of the downgrade to sub-investment grade is that South Africa’s government bonds will be removed from Citigroup’s 
World Government Bond Index (WGBI), which consists only of bonds issued by countries with investment grade ratings. This index 
is the benchmark used by many global bond portfolios with substantial assets invested in them. The managers of these portfolios, 
and any others with investment-grade only mandates, will be compelled to sell South African bonds to comply with their investment 
mandates.

In his response to the downgrade announcement, Finance Minister Tito Mboweni commented: “Non-residents currently hold 
approximately 37% (R800 billion) of the total domestic government bonds and the number is expected to substantially decline 
with the combined impact of COVID-19 and the downgrade.” A small piece of luck is that COVID-19 has led to a decision to 
postpone the regular rebalancing of the index from April to May so we will have another month in the index. This is merely a brief 
postponement of the inevitable sales by many global bond investors. Although investors with investment-grade only mandates will 
be sellers of South African bonds, other investors with less restrictive mandates will be potential buyers. South Africa was previously 
clinging onto the bottom rung of investment grade but was by no means the most attractive option within this universe. However, 
in the sub-investment grade universe, South African bonds are likely to be very attractive on a risk-adjusted basis - meaning that 
demand might be quite strong.
 
Rand weakening, leading to higher inflation:

Losing our investment grade rating has further negative economic and fiscal knock-ons – it is possible that the Rand may remain 
weak (i.e. both immediately as some active investors sell in advance of the index rebalancing, and again when South Africa’s bonds 
are officially removed from the index). 

A weaker rand generally drives up inflation. This is because South Africa is a net importer of many goods, with the possible 
exception of commodities. Higher US dollar prices thus affect inflation. South Africa is also a net importer of oil so a weaker rand 
results in a higher oil price in rands, leading to a higher fuel price. As all goods need to be transported a higher oil price leads to 
higher transport costs. This leads to higher inflation rate on the price of goods. However, COVID-19 and the recent price war 
between Saudi Arabia and Russia have resulted in a sharp drop in oil prices, which might cushion any impact from a weaker rand.
 
Higher inflation is also likely to push up interest rates as the South African Reserve Bank is forced to manage inflation according 
to its inflation-targeting mandate. This adds to the upward pressure on interest rates from the downgrade itself and less disposable 
income for all South Africans. 

Weaker economic activity is generally negative for shares:

Although shares may be negatively impacted as investors fret about the impact of a downgrade on economic activity, there are 
various other factors at play:

1.  After the significant COVID-19 induced falls experienced over the last few weeks, shares are pricing in a lot of bad news so 
     further falls are likely to be muted. 
2.  Banks are likely to be negatively affected as they are also downgraded (linked to the downgrade of the country), the interest    
     rates they pay then increase and they then pass this onto their customers. 
3.  A large proportion of the earnings of South African listed companies are now earned offshore and a weak rand might boost 
     these earnings and support the share prices of these companies. 

W H A T  A R E  T H E  I M P L I C A T I O N S  F O R  S O U T H  A F R I C A ?



The downgrade is undoubtedly bad news for South Africa, its companies and its citizens. However, the country has been in sub-
investment grade territory before and managed to build its way up to investment grade. This can be done again. This will require 
South Africa to address the structural issues holding back our economy – urgently fix the Eskom crisis, sort out the education 
system, address the inflexibility of the labour market and high public wages, invest in infrastructure, and tackle unemployment and 
inequality.

Interestingly, S&P Global, Fitch and Moody’s have over the last 35 years downgraded about 20 countries to junk status, only six have 
ever regained their economy back into investment territory. The fastest was just under 1 year, the slowest was almost 12 years and 
the average was 7 years.

We have to believe that South Africa can return to its former investment grade rating. The key element in a recovery process is the 
outright admission that a problem exists and that work is needed to rectify the problem.

The Defined Contribution (DC) risk profiled portfolios and the pensioner portfolio were very well diversified going into the 
current storm which we find ourselves in. The aim of the portfolios has always been to provide strategies that can withstand 
unexpected developments – including sharp movements in currencies, inflation and interest rates. 

In every crisis, an opportunity presents itself. The opportunity right now is to selectively buy South African government bonds and 
inflation-linked bonds at their current attractive levels, thereby locking in positive real returns over the long term. 

Three of the Fund’s main investment managers, namely Colourfield, Coronation and Futuregrowth have indicated that they are 
buyers of bonds at their current yields and they believe that the Fund is adequately compensated for the risks. The only challenge 
right now is that liquidity is tight and it is not so easy to buy at these attractive levels.

Higher long term interest rates are especially good news for our pensioners. The graph below shows how much our bond yields 
have gone up and therefore our government bonds and inflation-linked bonds now offer extremely attractive yields if they are 
purchased now and held for the longer term.  
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It is an ideal time for the Fund to further de-risk the pensioner portfolio now that yields are so attractive and this is exactly what 
the Board of Trustees has been discussing over the past quarter (even before the Coronavirus pandemic) and is busy doing. As the 
benefits payable to the pensioners escalate annually it is an especially opportune time to buy more inflation-linked bonds now to 
match this liability or promise and such at very attractive real returns.

Whilst there is a lot of doom and gloom, we remind our members, as long-term investors saving for retirement, not to panic. A well-
diversified investment strategy with exposure to shares, property, bonds and cash, both in South Africa and globally, will certainly 
experience some ups and downs. We therefore encourage you to stay calm and leave the Fund’s skilled asset managers to steer the 
Fund’s investment portfolio to achieve a sound retirement outcome. When opportunities arise such as we now find in the bond 
markets, we will execute swiftly to benefit your portfolio.
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