
	
Follow	this	link	to	view	a	web	version	of	this	message

	
Dear

	
All	 eyes	were	 focused	 on	 the	 presidential	 elections	 in	 the	United	 States	 during	 early	November	 2016.	 	 Donald	 Trump’s
surprise	 victory	 had	 repercussions	 that	 were	 felt	 around	 the	 world,	 with	 emerging	 markets	 being	 the	 biggest	 losers.	
Trump’s	populist	 rhetoric	has	caused	market	commentators	 to	predict	an	 increase	 in	expenditure	 in	 the	US	which	would
have	an	inflationary	effect.		This	can	only	be	countered	by	interest	rate	hikes	and	thus	we	have	the	familiar	situation	where
an	expected	rate	hike	in	the	US	causes	investments	to	flow	from	“risky”	emerging	markets	into	the	perceived	“risk	free”	US
Treasury	Bonds.
	
The	flow	into	US	Treasury	Bonds	has	caused	the	Dollar	to	strengthen	against	all	currencies	with	the	Rand	being	amongst
those	that	have	lost	value	during	the	month	of	November.		By	the	end	of	the	month	the	Rand	had	managed	to	recover	some
of	the	losses	that	it	incurred	after	the	election	results	but	still	ended	the	month	marginally	lower.
	
This	month	saw	the	release	of	the	Public	Protector’s	State	of	Capture	report.		Whilst	the	report	was	quite	detailed	it	appeared
to	only	scratch	the	surface	regarding	the	extent	of	corruption	and	manipulation	within	the	higher	echelons	of	South	Africa’s
government.		The	action	recommended	in	the	report	has	been	delayed	as	the	report	has	been	taking	on	judicial	review	by
the	President.		The	only	casualty	so	far	of	the	State	Capture	report	has	been	Brian	Molefe	who	was	the	CEO	of	Eskom.		His
creation	of	a	“Saxonwold	Shebeen”	had	seen	him	lose	all	credibility.		It	appears	that	a	nuclear	deal	is	at	the	heart	of	state
capture	with	rumours	abounding	that	a	number	of	bribes	and	“commissions”	have	already	been	paid.
	
This	political	background	has	not	helped	the	JSE	which	has	experienced	increased	volatility,	with	large	moves	up	and	down
on	a	daily	basis.	 	The	stock	market	 finished	 the	month	 just	under	1%	down	making	November	 the	 lowest	monthly	close
since	February	2016.
	
Inflation	was	marginally	higher	this	month	and	came	in	at	6.4%	as	a	low	oil	price	no	longer	held	inflation	in	check.		The	large
oil	price	decrease	happened	more	than	12	months	ago	so	the	base	oil	price	also	includes	the	2015	oil	price	drop.		The	rains
continue	 to	ease	 the	drought	which	 in	 time	will	 feed	 through	 to	 lower	 food	prices	have	a	positive	effect	on	 inflation.	 	With
inflation	meeting	expectations	the	Reserve	Bank	was	able	to	keep	interest	rates	unchanged.		A	weak	Rand	or	a	US	interest
rate	hike	will	probably	once	again	force	our	interest	rates	up.
	
Overall	we	find	more	to	be	positive	about	lately.		We	are	noticing	a	slight	change	in	the	political	climate,	which	has	been	the
source	of	the	many	recent	woes	for	South	Africa.		There	appears	to	be	a	larger,	ever	increasing,	number	of	citizens	who
want	to	stamp	out	corruption	and	reduce	the	wasteful	and	irregular	expenditure.		The	economy	will	soar	if	those	funds	are
redirected	to	areas	where	unemployment	and	infrastructure	can	be	improved	upon.	
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SOVEREIGN	CREDIT	RATINGS
	
We	have	seen	a	renewed	focus	on	South	Africa’s	credit	rating	recently	as	the	three	largest	credit	rating	agencies	have	been
conducting	their	bi-annual	reviews	of	their	risk	assessment	of	South	Africa’s	long-term	sovereign	debt	status.		Two	of	the
agencies	have	already	 released	 their	 latest	 report	with	both	Fitch	and	Moody’s	maintaining	South	Africa’s	credit	 rating	at
investment	grade.		Standard	and	Poor’s	are	due	to	release	their	report	tomorrow.
	
In	this	month’s	Financial	View	we	unpack	why	credit	ratings	are	 important	and	how	South	Africa	has	gotten	to	where	 it	 is
today.
	
The	use	of	Credit	Ratings
	
A	credit	rating	is	generally	issued	by	a	Credit	Ratings	Agency.		It	reflects	their	opinion	on	the	ability	and	willingness	of	the
issuer	of	debt	 to	meet	 its	 financial	obligations	 in	 full	and	on	 time.	 	They	are	predominantly	used	 in	 the	bond	market	 (both
government	and	corporate	debt)	giving	an	assessment	of	 the	creditworthiness	of	 those	bonds.	 	 It	 is	an	 indication	of	 the
likelihood	of	receiving	repayment	of	your	capital	and	interest	held	by	either	the	government	or	a	company.
	
There	are	a	huge	number	of	financial	debt	instruments	issued	globally.		Whilst	other	debt	instruments	do	exist	in	this	article
we	refer	to	these	debt	instruments	as	bonds	as	they	are	the	most	common	debt	instrument.		The	global	bond	markets	are
far	bigger	than	global	stock	markets	and	they	are	the	predominant	method	that	governments	and	companies	use	to	raise
money.
	
A	bond	is	a	debt	instrument	in	which	an	investor	lends	money	to	an	entity	(either	government	or	corporate)	which	borrows
the	funds	for	a	defined	period	of	time	at	a	variable	or	fixed	interest	rate.		The	entity	that	issues	the	bond	therefore	has	an
obligation	to	pay	interest	to	the	bond	holder	and	to	return	capital	borrowed	at	the	end	of	the	period.
	
Credit	rating	agencies	exist	because	of	the	large	number	of	bonds	issued	globally.		Most	investors	don’t	have	the	time	or
manpower	to	analyse	the	merits	of	each	and	every	bond	in	detail	so	they	pay	the	rating	agency,	who	in	turn	provide	a	credit
rating	opinion	on	debt	instruments	issued.		In	practice	the	way	credit	ratings	agencies	work	is	that	the	issuer	will	usually	pay
to	have	their	creditworthiness	rated	and	then	any	user	of	that	credit	rating	report	would	pay	to	obtain	the	information.
	
Why	Credit	Ratings	are	important
	
As	mentioned	above	many	 investors	 rely	 heavily	 on	 credit	 ratings	 as	 their	 only	 assessment	 of	 credit	 risk.	 	A	 bond	 that
carries	a	low	credit	risk	is	more	attractive	to	the	investor	as	they	are	more	certain	of	their	capital	being	returned.		When	an
issuer	has	a	lower	or	worse	credit	rating	it	would	indicate	that	there	is	a	higher	risk	of	default.		In	order	for	the	investor	to	be
compensated	for	this	additional	risk	the	issuer	often	has	to	issue	their	bonds	at	a	higher	interest	rate.
	
A	positive	credit	rating	is	very	important	for	developing	countries	as	this	would	assist	them	to	access	funding	in	international
markets.		Countries	are	issued	sovereign	credit	ratings.		This	rating	analyses	the	general	creditworthiness	of	a	country	or	f
government.		Sovereign	credit	ratings	take	into	account	the	overall	economic	conditions	of	a	country	including	the	volume	of
foreign,	public	and	private	investment,	capital	market	transparency	and	foreign	currency	reserves.		Sovereign	ratings	also
assess	 political	 conditions	 such	 as	 overall	 political	 stability	 and	 the	 level	 of	 economic	 stability	 in	 a	 country.	 	 Institutional
investors	rely	on	sovereign	ratings	to	qualify	and	quantify	the	general	investment	atmosphere	of	a	particular	country.		The
sovereign	 rating	 is	often	 the	primary	 information	 investors	use	 to	determine	 if	 they	will	 consider	 investing	 in	or	 lending	 to
specific	companies	or	industries	in	that	country.
	
The	country	has	to	request	to	be	rated	and	the	ratings	are	seldom	done	unsolicited	(as	the	rating	is	done	at	a	cost	to	the
issuer).	 	 Investors	 in	 the	 larger	 bonds	 tend	 to	 rely	 on	 reports	 by	 more	 than	 one	 ratings	 agency	 and	 only	 act	 if	 the
assessments	agree.	 	Those	countries	 that	have	a	 few	bonds	 in	 issue	may	wish	 to	only	be	rated	by	one	agency.	 	 If	one
looks	at	the	map	of	Africa	very	few	countries	have	been	rated	by	Standard	and	Poor’s	with	the	exceptions	being	the	larger
economies	with	higher	growth	levels.
	

	
Standard	and	Poor’s	currently	rate	only	three	countries	in	Africa	above	investment	grade	and	the	majority	of	countries	are
not	even	rated.		South	Africa	is	currently	one	of	the	three	investment	grade	countries.
	
The	Big	3	Rating	Agencies
	
The	global	ratings	market	is	dominated	by	three	very	large	agencies.		The	two	largest	agencies	are	Moody’s	and	Standard
and	Poor’s	and	each	have	around	40%	of	the	global	market	share.		Fitch	is	the	third	agency	and	has	around	15%	of	the
global	market	share.		The	market	share	of	these	three	large	ratings	agencies	is	around	95%.		Because	they	enjoy	the	lion’s
share	of	the	industry	it	allows	them	to	provide	the	greatest	research	through	their	large	workforces.		For	this	reason	their
opinions	and	credit	ratings	carry	the	most	weight	and	investors	base	their	decisions	on	information	received	from	them.
	
All	3	ratings	agencies	started	as	publishing	houses	that	published	printed	general	financial	information	and	statistics.		They
started	business	at	different	 times	but	one	can	 link	 their	 formation	and	growth	 to	 the	growth	of	 the	world’s	 largest	 stock
exchanges.		Each	rating	agency	has	their	own	proprietary	rating	system	and	rating	scale.		Upon	assessing	all	the	different
factors	that	they	take	into	account	when	assessing	risk	they	determine	a	score	which	provides	them	a	rating	that	is	issued
against	their	scale.
	
Standard	and	Poor’s	 provide	a	 rating	between	AAA	 (highest	 grade	 issue,	 extremely	 strong	 capacity	 to	meet	 its	 financial
commitments)	 to	D	 (lowest	grade,	already	 in	default).	 	Anything	above	BB	 is	considered	 investment	grade.	 	South	Africa
currently	has	a	BBB	rating	which	is	higher	than	the	ratings	of	some	of	its	BRICS	partners.		Developed	countries	tend	to	have
higher	credit	ratings	as	their	economies	are	more	mature	and	they	often	have	lower	inflation	and	lower	interest	rates.
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South	Africa	as	Investment	Grade
	
South	Africa	was	 first	 rated	as	BBB	by	Standard	and	Poor’s	 in	2000.	 	This	was	during	a	period	of	high	economic	growth
which	supported	South	Africa’s	ability	to	repay	debt.		Since	the	Global	Financial	Crisis	the	growth	has	dried	up	and	the	rating
agencies	 have	 started	 to	 focus	 on	what	 we	 do	with	 the	money	 now	 as	 opposed	 to	 how	 it	 is	 earned.	 	With	 low	 growth
forecasted	it	is	likely	that	we	will	be	downgraded	in	the	next	year	unless	the	economy	can	enjoy	some	form	of	stimulation.		A
downgrade	would	be	negative	and	mean	 that	we	have	a	higher	debt	burden	as	all	 future	 funding	will	need	 to	be	done	at
higher	interest	rates.	
	
In	order	to	avoid	a	possible	downgrade	our	government	needs	to	demonstrate	that	they	are	reducing	their	expenditure,	thus
freeing	funds	to	pay	interest	and	repay	capital.		The	best	way	to	reduce	their	expenditure	is	to	cut	all	the	money	being	spent
on	wasteful	and	irregular	payments.		The	Central	Procurement	Office	has	made	some	headway	in	cleaning	up	and	rooting
out	the	“bad”	tenders	but	they	are	doing	so	under	huge	political	pressure.		Corruption	may	ultimately	prove	the	undoing	of
South	Africa	with	a	downgrade	affecting	all	citizens,	especially	the	poor.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange • Trust	Administration
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.

	


