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What a week this past week has been. 
Markets and the Rand reacted to each 
and every headline, oscillating wildly as 
each one pointed to a potentially different 
outcome. In the end, the widely-feared 
cabinet reshuffle did come to pass, and 
markets reacted accordingly on Friday. 

As widely feared, the global credit rating 
agencies were not impressed. S&P did not dilly-dally when 
delivering their verdict. The agency downgraded our foreign 
currency credit rating to BB+, with a negative outlook. A rating 
BB implies sub-investment grade, or “junk” status. What is 
equally concerning is that we remain on negative watch. That 
means that S&P are still concerned of further damage, and 
may well downgrade our rating again, should their concerns 
not be alleviated. Importantly, our local currency credit rating 
remains at BBB, which still classifies as investment grade. 

It normally requires two or more ratings agencies to downgrade 
a country before a sub-investment grade status is confirmed. 

Moody’s and Fitch have both expressed concern, and we 
believe it is only a matter of time before they follow suit. In 
other words, our relegation to “junk” status for our foreign 
debt is largely confirmed. 

What is our reading of the situation? There are different, but 
inter-related issues:

1. Politics: In a nutshell, it all depends on what happens in the 
next few days and weeks. Over the past few days, there has 
been a lot said by various factions / organisations / parties 
regarding Zuma’s intentions. There has been broad-based 
opposition to the changes, and threats of consequences.  
 
The cabinet reshuffle and its consequences (the downgrade) 
have now happened. The key question for us is whether 
those threats will be carried out? Will the alliance partners 
leave cabinet; will there be a split in the ANC; will the 
NEC vote to remove Zuma; will the opposition parties 
manage to persuade other MPs to support them in their vote 
of no-confidence? We do not know the answers to these 
questions, and the situation remains extremely fluid.  In 
our opinion, the future path for local investments all hinges 
on what action is taken in the next few weeks. Actions 
speak louder than words. Zuma has acted. Will the ANC 
now show some leadership and draw a line in the sand? 

2. The Credit Rating Downgrade: As we mentioned 
above, it is our opinion that Moodys and Fitch will 
follow S&P’s lead in the next few weeks and confirm our 
relegation to sub-investment grade status for our foreign 
credit rating. Regardless of what happens in politics, this 
decision will not be easily or quickly reversed. It can take 
up to five years to reclaim an investment grade status. 

That in turn, is dependent on government putting 
its best foot forward, controlling spending and 
implementing economic reforms. All of these 
require a government that is pulling in the same 
direction, with the added support of business and 
labour. That is not an environment that we have 
enjoyed in this country for some time. 

What are the implications of the downgrade?
The impact of the downgrade will be felt initially 
in the bond market and in government’s ability 
to borrow money offshore. Only 10% of South 
Africa’s debt is foreign-denominated, and this 
is what will be initially affected. We can expect 
interest rates on this debt to rise, but they are 
already in line with Brazilian and Russian yields, 
both of which have suffered similar downgrades 
in recent times. Hence, we are not out of line 
with the peer group, which may limit further 
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Much of the hard work done in the early years of building our international credibility 
has been reversed.
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losses. Given that our local currency rating remains at BBB-, 
foreigners who are restricted to investing in investment-grade 
bonds only can still buy local government bonds. Therefore, 
at least initially, the impact might appear relatively muted 
and contained. Indeed, as we write this article, the weekly 
government bond auction was oversubscribed – an indication 
that current yields are attractive in the global context. 

In our opinion, the damage will be felt longer term, and will 
be more of a slow grind, rather than a sharp reaction. But 
more immediately, we can expect:

1. The Rand to be weaker than it would otherwise have been.
2. This in turn will keep inflation higher than previously 

forecast.
3. The implication is that whereas we had expected interest 

rates to decline this year, they are more likely to be stable. 
There is a small probability of an increase in interest rates 
if the rand weakens substantially. 

Longer term, our belief is that economic growth will be 
weaker than it would otherwise have been, as it will take time 
and effort to convince local and foreign investors alike that 
South Africa is a worthwhile investment destination.

How does this change our outlook for the year?
In our outlook for 2017, we painted a picture of a recovery in 
economic growth, based on 4 factors:

1. A more supportive global environment. This has not 
changed.

2. Higher commodity prices. Prices have declined from their 
recent peaks, but remain elevated and supportive of an 
increase in mining production. In our opinion, this trend 
remains intact.

3. A little self-help in the form of rains, higher exports, 
and increasing electricity production. Whilst the country 
remains critically dry in some areas, crop estimates are 
pointing to a substantial recovery this year, which should 
boost growth. Our exports remain strong, and Eskom 
have announced that Unit 5 at Medupi is now ready for 
commercial operation. 

4. Lower inflation and lower interest rates, which together, 
would lay the foundation for a consumer recovery. This is 
where there is most risk, as described above. 

How does this affect your local investments?
We have been reluctant to make any knee-jerk reactions to 
portfolios over the last week, but have trimmed overweight 
positions where portfolios are top-heavy in vulnerable sectors. 

In terms of the broader market, we are encouraged by the fact 
that valuations have steadily fallen, thanks to a recovery in 
mining earnings and reasonable corporate results from some 
of the larger financials and industrials. There is always a risk 
of a broad derating of the SA market due to a weaker economic 
outlook, but again, we would argue that the seemingly 
elevated PE is as a result of a few idiosyncratic issues, rather 
than an indication that the broader market is expensive. The 
JSE Top 40 Index is trading at a historic PE ratio of 15x, 
excluding Naspers. Whilst not cheap in absolute terms, the 
average valuation since 1996 has been 15x. Of course, the 
market can get cheaper, especially if the outlook for earnings 
growth deteriorates. But a weaker rand will actually improve 
the outlook for an earnings recovery.

Summary
If we do get a political backlash, then we are of the opinion that 
markets and the Rand will bounce back reasonably quickly. 
Movements in the Rand have not been as extreme as might 
have been expected, partly, in our opinion, because the market 
is expecting some form of backlash / reversal and a change 
in political leadership. The damage will be relatively short-
lived on the surface, and we may even find an acceleration 
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The Rand has weakened considerably in the past week, but 
remains substantially firmer than its levels after “NeneGate”.

South Africa is experiencing another one of its many political 
wobbles in its turbulent history. 
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For more information on the range of products and 
services offered by Harvard House Investment 
Management and its associated companies (including 
Harvard House, Chartered Accountants), or for any 
financial advice, please contact the Company at:
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of economic momentum as companies have the confidence 
to invest again. The trend will then be set by global events, 
which remain favourable for emerging markets, at least at this 
stage. Furthermore, we are still of the opinion that there is a 
mild economic recovery underway in South Africa, and that 
will feed through to improving corporate results and therefore 
share prices as the year progresses.

If the status quo remains, then we expect to see a steady 
deterioration in confidence, economic momentum and the 
Rand. Unfortunately, such is the nature of this situation, 
the one thing that we do know is that markets will remain 
extremely vulnerable to each and every headline, until the 
issue is resolved. That may well create opportunities for 

patient investors. 

Like all South Africans, we are concerned about the long-
term impact of a presidency out of control. We hope that 
our leaders will have the courage to fight back and take 
action. Failure to do so will only accelerate the trend by SA 
Corporates to diversify offshore, rather than reinvest here. 
That in turn would only perpetuate our slow growth and lack 
of employment. 


