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In this short note, we provide a brief background of Moody’s and S&P’s credit rating of the sovereign,
a breakdown of the methodology, recent developments and our expectations going forward.
We believe the fiscal slippage scenario presented in the 2017 MTBPS represents a material deviation
from the previous policy of fiscal consolidation, and that this will likely be the primary reason for credit
rating downgrades over the medium-term.
Both Moody’s and S&P will likely reduce their fiscal assessment scores, given a broad-based
deterioration in the country’s fiscal metrics. This would therefore imply a category shift in their
assessments of the country's fiscal strength (or a lack thereof). A deterioration in the agencies’
economic assessments is also likely, which would imply a category shift in both Moody’s and S&P’s
assessment of the macroeconomic risks built into their baseline forecasts.
We believe the above two changes would be the key reasons for a downgrade in the LC and FC
credit ratings of both Moody’s and S&P.
Given the political turmoil currently being experienced, we could see the Institutional assessment
changed to ‘weak’ from the current ‘neutral’. This would all but solidify a downgrade.
Other changes envisioned in the coming month: S&P could decide to eliminate the one-notch uplift it
provides to the LC rating . This is because the fiscal assessment (we believe) is already more than 1point weaker than the average of the other four assessments. To keep a one-notch uplift requires that
the fiscal assessment alone is not more than one point weaker than the average of the other
categories. This would imply a two-notch downgrade to the LC rating.
Fitch is expected to lower its outlook to ‘negative’ from stable currently. Fitch has expressed “shock”
at the deviation of the MTBPS from the previous path of prudent fiscal consolidation.
Both lower potential growth and a deteriorating fiscal outlook remain credit-negatives in our view.
This, combined with a structural reform deficit, would further reinforce the low growth expectation.
The lack of private sector investment, a lack of capital mobility within SA, and limited political
commitment to growth-enhancing structural reform implementation will probably keep SA on a low
growth path, with all of the above a virtuous cycle or a feedback loop.
The current environment has proven that there is a lack of focus on growth-enhancing policy
prioritisation, given the skew in focus to political developments. We are likely to see SA’s credit rating
fall a notch over the coming month (Moody’s) to Ba1, with S&P falling to BB (both LC and FC). This
would necessitate the removal of SA bonds from the Citi WGBI, and may result in outflows of
between R80 to R120 billion.
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MOODY’S RATINGS METHODOLOGY
Uses a combination of weight-based and alphanumeric scores across various sub-factors
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 As a departure point, we briefly outline the Moody’s ratings methodology. Moody’s sovereign
risk analysis uses four broad factors: Economic Strength, Institutional Strength, Fiscal
Strength, and Susceptibility to Event Risk. Underlying these broad factors are various subfactors, which are assigned scores based on a scale. All sub-factors are aggregated after
being multiplied by their respective weights.
 The Economic and Institutional strength factors combine into a construct called ‘Economic
Resiliency’. The scores for the Economic Resiliency and Fiscal Strength are aggregated to
obtain a Government Financial Strength indicator. The weight of Fiscal Strength is highest
for countries with moderate Economic Resiliency. The rationale is that the creditworthiness
of countries with high Economic Resiliency is less susceptible to changes in their debt
metrics, whereas the creditworthiness of countries with moderate Economic Resiliency is
more sensitive to changes in Fiscal Strength.
 Lastly, a ‘Susceptibility to Event Risk’ factor is calculated, with the sovereign credit rating
being obtained by plotting this against the Government Financial Strength score in the table
below.
 A notching between the LC and FC rating is only applied where there is both limited capital
mobility and when a government shows a material and observable distinction between its
ability and willingness to pay creditors in LC vs FC or vice versa.

SA
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Source: Moody’s, Nedbank

MOODY’S ASSESSMENT: POSSIBLE CHANGES
Recent developments
Recent developments which could impact the Moody’s credit rating:
 Moody’s has recently made a few important observations, relative to its review in June 2017 (when it downgraded the sovereign to Baa3, with a negative outlook):

– SA’s Institutional strength has gradually deteriorated.
– SA’s growth outlook has worsened and the country is now in a slow growth trap.
– Rising public debt and the surge in contingent liabilities has meant that the fiscal risk has increased (this is key, in our opinion).
– The surge in foreign capital inflows into SA’s capital markets has meant that SA’s susceptibility to sudden events (foreign capital outflows) has risen.
– Underpinning all of the above is the on-going political event risk, with the ANC leadership conference in December 2017 and the National elections in 2019. These are
expected to add further strain on the fiscus.
 In an August 2017 credit opinion, Moody’s noted a few factors which
could lead to a downgrade:
– Diminished institutional strength to a greater extent than Moody’s baseline
scenario.
– A shift in the policy framework which will undermine economic or fiscal
strength – delays in structural reform implementation is one example.

Scenarios

Best-case

Baseline

Worst-case

Gov. financial strength (Moderate +)

M+

M

M

Susceptibility to event risk (Moderate -)

M-

M-

M

Rating (Outlook)

Baa3 (Neg)

Ba1 (Neg)

Ba1 (Neg)

– Liquidity pressures from SOEs begin to emerge if they elicit pronounced
government intervention.
 We have seen evidence of all of the above in recent months.
 Looking at Moody’s key indicators, we expect all the Fiscal metrics to be
revised lower. This includes debt/GDP, debt/revenue and interest/revenue.
 Factors which may necessitate a deterioration in the Economic assessment
are: A deterioration in the WEF ranking, a lower average real GDP growth
forecast, and a lower nominal GDP projection.

SA rating change

 We therefore expect a ‘category shift’ in the Government Financial Strength
assessment from M+ to M, highlighted alongside.
 This would imply a downgrade in both the FC and LC credit rating to Ba1 from
Baa3 currently.
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Source: Moody’s, Nedbank

S&P RATINGS METHODOLOGY
Uses numeric scores across various sub-factors and applies flexibility based on adjustment factors
 As a departure point, we outline the S&P ratings methodology. The S&P methodology assigns scores between one
(strongest) and six (weakest) across the five categories below. This is done by assessing the determining factors and
adjusting the assessments based on the adjustment factors below. The scores are averaged within two subcategories
and the matrix below is used to provide an indicative rating. The indicative rating is given an uplift based on
supplemental data or evidence. A final foreign currency rating is achieved. The local currency rating is provided with an
uplift, based on monetary policy effectiveness and local bond market activity.
 In June 2017, S&P presented the following assessment in the table alongside. Assigning probable scores to this
assessment, yields the flow chart below in determining the ultimate FC and LC ratings. In December 2016, S&P
reduced the notching uplift between the FC and LC rating to one notch, instead of two notches. This is because the
country’s financing needs rose, while the turnover of the rand fell to just below 1% of global FX turnover.

Source: Nedbank, Standard and Poor’s
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S&P Key rating factors – June 2017

Assessment

Institutional assessment

Neutral

Economic assessment

Weakness

External assessment

Neutral

Fiscal assessment: Flexibility

Weakness

Fiscal assessment: Debt burden

Weakness

Monetary assessment

Strength

S&P RATINGS METHODOLOGY
Recent developments
Possible changes to S&P’s baseline forecasts:
 In June 2017, S&P indicated that “if fiscal and macroeconomic performance deteriorates substantially from our baseline forecasts, we could consider lowering the
ratings”. Here we make the argument why both the fiscal and macroeconomic projections have deteriorated enough to warrant a one-notch downgrade.
 Economic indicators: If we assume that the 2017 MTBPS estimates are the new baseline assumptions, then the following metrics will have to be revised lower by S&P
in its upcoming review – Nominal GDP (both $ and ZAR), GDP per capita, real GDP growth, real exports growth, real investment growth, real GDP per capita growth,
with the unemployment rate likely to be revised higher (from the four-year average of 26.9% expected by S&P). This means that eight out of 11 indicators in the
economic assessment could weaken, implying a ‘category shift’ in the economic assessment to ‘very weak’ from the current ‘weak’ assessment. When combined with the
institutional assessment of ‘neutral’, we may see a shift in the combined profile to ‘weak’ (from the current ‘moderately weak’). This would change the credit rating.
 Fiscal indicators: Again assuming that the 2017 MTBPS estimates are the new baseline assumptions, would lead to all fiscal indicators deteriorating. These include
fiscal balance/GDP, primary balance/GDP, change in debt/GDP, revenues/GDP, expenditures/GDP, interest/revenues, debt/GDP, debt/revenues, and net debt/GDP.
Here again a ‘category shift’ to ‘very weak’ from the current ‘weak’ assessment is likely. However, a category shift in this metric would still keep the ‘Flexibility and
performance profile’ at Intermediate, as a result of the strong monetary assessment.
 External indicators: Relative to MTBPS estimates, the S&Ps forecast of the current account deficit is marginally better. We could see this category deteriorate in the
external assessment.
Other factors may also be considered for possible changes:
 S&P could decide to eliminate the one-notch uplift it provides to the LC rating.
 This is because the fiscal assessment (we believe) is already more than
one point weaker than the average of the other four assessments. To
keep a one-notch uplift requires that the fiscal assessment alone is not
more than one point weaker than the average of the other categories.
This would imply a two notch downgrade to the LC rating.
 Given the political turmoil the country is currently experiencing, the fact
that there has been evidence of institutional weakness since April 2017,
on-going cabinet reshuffles without explanation, and media reports of
nuclear being signed off without due process/due diligence, we could see
the Institutional assessment changed to ‘weak’ from the current ‘neutral’.
This would all but solidify a downgrade.
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