
It never rains but it pours...

South Africa is currently sailing in uncharted waters. We are in the first week of a 21-day government 
enforced ‘lock-down’ to combat the spread of COVID-19. This decision will no doubt have a damaging 
effect on an already struggling South African economy in weeks and months to come. Added to this,
the news broke on Friday evening that credit-rating agency Moody’s have pulled the trigger officially
downgrading South Africa to sub-investment grade sovereign debt, or ‘junk status’. 

Many economists and analysts believed that this verdict from Moody’s was inevitable, but one thing
is for sure: it couldn’t have come at a more challenging time. South Africans have been aware for 
months about the potential of such a downgrade. However, many people don’t fully understand the 
ramifications and exactly what this will mean in terms of our economy and global investors investing in 
South Africa.

In short, a countries’ credit rating is a measure of their government’s ability to pay its debt in the form
of government issued bonds. In other words, it basically shows how likely the government is to pay
back borrowed money. These ratings are important because they influence the cost of borrowing.
If a country is more likely to default on its debt, lenders will charge a higher interest rate to compensate
for the greater risk, as they would if the borrower were an individual. So, to be clear, the three global 
credit rating agencies – Standard & Poor’s, Moody’s, and Fitch – do not measure the health of the local 
economy. Rather, they assess the government’s ability to honour its debt commitments.

Some of the major factors that affect a country’s credit rating include political stability, its level of 
national debt and economic growth. In South Africa’s case, Moody’s said that the continued 
deterioration in fiscal strength and structurally very weak growth were the main reasons behind their 
decision. The agency also believes that the recent outbreak of the coronavirus will have a devastating 
effect on the South African government’s ability to stimulate the economy in the short- to 
medium-term.

With the downgrade now official, the South African government will have to spend more on debt
servicing costs, meaning it will be forced to cut expenditure in other key areas such as social initiatives
and infrastructure. In order to counter this, government will most probably have to increase revenue 
through higher taxes going forward. But the effects of junk status don’t just end at borrowing. The Rand, 
which is already under pressure due to global events, is likely to depreciate even further. This will make 
imports more expensive. South Africa’s economy is heavily reliant on imports, meaning that an increase 
in import costs will have a ripple effect and make everything else marginally more expensive. This will in 
turn give rise to an increase in inflation.

When inflation rises above the designated target range of 3% - 6%, the South African Reserve Bank 
(SARB) is forced to increase the repo rate, which increases the cost of vehicle loans, mortgages, and 
other long-term loans. When lenders such as banks see a greater risk of borrowers defaulting on their 
debt repayments, they also increase premiums to compensate for the greater perceived risk. So, in 
essence, South Africans will find it harder to qualify for new long-term loans, and when they do secure 
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credit, it will be more expensive.
Whilst the domestic consequences of this downgrade will no doubt affect South Africans, the effect
onan investment front is arguably a much tougher pill to swallow. The latest downgrade will see South 
Africa kicked out of the FTSE World Government Bond Index (WGBI). A countries’ government debt needs 
to be rated as investment-grade (BAA3) by at least one of the abovementioned credit rating agencies in 
order to participate in this global bond index. S&P and Fitch had already previously junked South Africa’s 
debt ratings in 2017. It is estimated that foreign investors currently hold approximately 37% (R800 billion) of 
South Africa’s domestic government bonds and the number is expected to substantially decline with the
combined impact of COVID-19 and the downgrade. Analysts estimate this will trigger up to $11 billion
of forced selling by the end of April as a result of this downgrade.

Although this might sound like a doomsday scenario, it might not be. Many analysts believe that this
downgrade has already been ‘priced-in’ and that South African bonds have been trading at ‘junk’
levels for months already. This should mean that the fall-out shouldn’t be as drastic as some might have 
predicted. Another potential positive is that even though South Africa now falls in the sub-investment 
grade pool, it remains one of the most attractive/ safest options in this category for investors looking for 
yield. In theory, sub-investment grade bonds are supposed to offer investors a higher interest rate in return 
for the increased risk. This should see an inflow of capital into the country in times where global investors 
are chasing higher yields. South Africa is hardly alone. Developed economies like Brazil have been ‘junk 
status’ for a while now, yet investors continue to invest in their government’s bonds.

Government debt across the globe is predicted to surge due to the stimulus and relief packages being 
put in place to combat the devastating economic effects of coronavirus. Global economies are 
expected to contract, and therefore there may well be a tsunami of downgrades in the offing for many 
other countries. In this sense, the downgrade by Moody’s, although structurally significant, somehow feels 
like a sideshow in the face of what’s currently going on around the world. The next few weeks and 
months is certainly going to be interesting from an investment perspective.
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