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Summary
The South African government’s credit profile is supported by a diversified economy, a sound
macroeconomic policy framework and deep financial markets. Credit constraints include the
rising debt burden and fiscal risks stemming from contingent liabilities as well as persistently
low growth, which nevertheless shows signs of a gradual recovery.
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Credit strengths
» Sustained strength of core institutions such as the judiciary and the Reserve Bank
» Deep domestic financial markets and a well-capitalized banking sector
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» A low share of foreign-currency debt in total public debt

Credit challenges
» Protracted political and social divisions that generate policy uncertainty and could impede
growth-oriented structural reforms
» Low growth and high unemployment, reflecting persistent structural bottlenecks
» Accumulation of public debt and government contingent liabilities
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Rating outlook
The stable outlook balances upward and downward pressures. On the one hand, it reflects policymakers' renewed commitment to
reviving growth and stabilizing government debt and guarantees over the medium term. The growth outlook has potential upside,
albeit mitigated by downside risks associated with the ongoing land reform and the protracted financial challenges facing state
enterprises.
Set against that, the new administration faces significant challenges. Steady progress in meeting the goals set out in the President’s
State of the Nation Address will be needed if the recovery in confidence required for the country’s economic and fiscal prospects is to
be sustained. Success offers the prospect of a virtuous circle of economic recovery, fiscal consolidation and rising social cohesion. But
the political, policy and practical challenges related to diverse economic, social and fiscal goals cannot be underestimated. An inability
to achieve these goals, as perceived by investors or voters, could lead to a further erosion of economic, fiscal and institutional strength.
Future rating actions will most likely be driven by the effectiveness with which the government is able to address the institutional
problems of the recent past in pursuit of its economic and fiscal reform agenda.

Factors that could lead to an upgrade
The successful implementation of structural reforms to raise potential growth as well as stabilize and eventually reduce the debt
burden, including through reforms to state-owned enterprises that reduce contingent liabilities, would exert upward pressure on South
Africa's credit profile. In particular, reforms resulting in higher savings and investment rates and broad-based, sustainable, job-creating
growth, alongside the rebuilding of fiscal buffers would provide positive momentum to the rating.

Factors that could lead to a downgrade
Conversely, South Africa's ratings would be downgraded if it were to become clear that the government has faltered in its commitment
to, or capacity to engineer, a revival in growth and debt stabilization. A key factor will be the government’s success in delivering
planned structural reforms in the period between now and the 2019 presidential elections, and the impact of its actions or inaction
with respect to the investment climate as well as near-term and potential growth. Negative developments in fiscal policy would also
weigh on the rating. This includes the potential for risks linked to state-owned enterprises (SOEs) crystallizing in a manner that raises
the government debt burden and puts it on a higher trajectory.

Key indicators
Exhibit 2
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[1] Fiscal years ending March 31, e.g. 2014 refers to fiscal year 2014/15
[2] Current Account Receipts
[3] (Short-Term External Debt + Currently Maturing Long-Term External Debt + Total Nonresident Deposits Over One Year)/Official Foreign Exchange Reserves
[4] Excludes total nonresident deposits over one year

Source: Moody's Investors Service

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.

2

23 March 2018

Government of South Africa – Baa3 Stable: Update following rating confirmation and change in outlook to stable

This document has been prepared for the use of Benni Mphaphuli and is protected by law. It may not be copied, transferred or disseminated unless
authorized under a contract with Moody's or otherwise authorized in writing by Moody's.

MOODY'S INVESTORS SERVICE

SOVEREIGN AND SUPRANATIONAL

Detailed credit considerations
On 23 March 2018, we confirmed South Africa's Baa3 bond and issuer ratings and assigned a stable outlook, thereby concluding the
review for downgrade that we had initiated on 24 November 2017.
Our assessment of South Africa's Economic Strength as 'moderate (+)' balances the economy's relative size and diversification with
persistently slow growth. Slow growth has constrained job creation and contributed to high unemployment as well as weakening debt
metrics. In contrast to most other emerging markets, South Africa's gap with the income per capita levels of the G7 economies has
been widening.
Although small in comparison to the other BRICS (Brazil (Ba2 negative), Russia (Ba1 positive), India (Baa2 stable), China (A1 stable),
South Africa) economies, South Africa’s economy is among the largest three in Africa, alongside Nigeria (B2 stable) and Egypt (B3
stable). The slowdown in growth and productivity recorded since 2011 has been in part due to external conditions, especially reduced
global potential growth and trade, but mostly due to domestic constraints as South Africa's halted recovery illustrates. Key domestic
constraints have included political tensions that have brought about exceptionally low business confidence and heightened policy
uncertainty in the past. A number of structural challenges hamper growth, such as the limited flexibility in labour and product markets,
skills shortages, regulatory uncertainty in the mining sector, the lack of competition in network sectors and the weak governance of
state-owned enterprises.
High unemployment, inequality and poverty also remain key challenges. High and long-term unemployment, especially among the
country's youth, reflects societal divides and the exclusion of this group from both resources and opportunities. High inequality, HIV
rates as well as child and maternal mortality rates weaken the country's productive base.
We view South Africa's institutional strength as 'moderate (+)', below the indicative score of 'high (-)', because of the gradual
deterioration in key parts of the country's institutional framework in recent years that is not adequately captured in scorecard metrics.
On the one hand, our 'moderate (+)' assessment is underpinned by the institutional strength, as demonstrated by continued adherence
to the constitution and the rule of law as well as the sustained strength of the Reserve Bank, despite recent pressures. South Africa's
macroeconomic policy framework, which was developed over a number of years, is coherent and rests on sound statistical data. On
the other hand, there have been growing concerns in recent years about high-level corruption and 'state capture' of key institutions.
However, recent political and governance changes offer the prospect that institutional deterioration has halted and changes in
governance suggest that some of the institutions have started to rebuild gradually.
We view South Africa's fiscal strength as 'moderate (+)'. The government has a track record of sound fiscal management, especially on
the spending side. The National Treasury has largely adhered to expenditure ceilings which, on balance, have helped contain spending
net of interest and bring about a reduction in primary fiscal deficits. However, the collection of tax revenues has been constrained by
low growth and falling tax buoyancy as well as by the diminished effectiveness of the South African Revenue Service (SARS). Public
debt and total contingent liabilities have doubled in terms of GDP since 2008-09, exceeding 50% and 20% of GDP at the end of 2017,
respectively. The cost of borrowing has risen, with South Africa's interest payments relative to revenues now exceeding the median of
Baa-rated peers.
Our sovereign bond methodology also covers susceptibility to event risks, i.e., risks associated with political developments, the banking
system, debt market access and external vulnerabilities. A country's overall susceptibility to risks is set at the maximum level that any
of these sub-factors reach.
We assess South Africa's susceptibility to event risk as 'low (+)', driven by domestic political risk. Our assessment of domestic
political risk incorporates the recent changes in South Africa's political landscape, which lower the risk of a further erosion of
institutional strength and offer the prospect of renewed reform efforts, balanced against a history of political infighting that has
generated policy uncertainty in the past.
Persistent current account deficits, which rely mostly on portfolio and other non-FDI flows for funding, represent a secondary
vulnerability. While high non-FDI inflows pose a risk, the external balance has proven resilient to shocks, with a flexible exchange rate
and low foreign-currency debt serving as buffers. With almost 90% of the government's debt being rand-denominated and raised
in the local capital market, the exchange rate risk to the debt portfolio is low. While total (both private and public) external debt
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continues to rise gradually (approximately 53% of GDP at end-2017) and external liabilities are material, the net international position
is marginally positive. Accordingly, we assess South Africa's external vulnerability as 'low'.
We assess government liquidity risk (GLR) score as 'low'. With more than 40% of domestic government bonds being held by nonresidents, South Africa is vulnerable to the risk of sudden stops or outflows of portfolio capital, should investors abruptly shift their
sentiment. On the positive side, low foreign-currency debt is a mitigant against the exchange rate risk. At an estimated 7.3% of GDP for
2017, the government's annual borrowing needs are comparable to those of similarly rated peers. The government expects to gradually
reduce its borrowing needs through fiscal consolidation.
Our assessment of the country's banking sector risk as 'low' differs from the scorecard's indicative score as 'low (+)'. The adjustment
mainly reflects the higher-than-peer quality of South Africa's macro-prudential framework. The tightening of credit standards that
began in 2015 has helped banks reduce their exposure to the household sector, which is the most vulnerable to interest rate shocks,
and redirect it towards corporates that have a better debt-servicing capacity.

Recent developments
New political leadership is sending strong signals of changed policy direction, creating momentum for recovering
institutional strength
In December 2017, the African National Congress elected Cyril Ramaphosa to the Presidency of the African National Congress (ANC).
Mr Ramaphosa subsequently assumed the presidency of the Republic following former President Zuma's resignation in February 2018.
Shortly after, several leadership changes in key Ministries, the state-owned electricity company Eskom (B1 RUR-), and the South Africa
Revenue Service indicated the President's intention to strengthen governance and combat corruption. The recent change in political
leadership thus offers the prospect of a reversal of the gradual erosion of the strength of South Africa’s key institutions.
The political turnaround should allow South Africa to build on long-standing institutional strengths. For example, notwithstanding the
erosion in fiscal strength in recent years, the World Bank has highlighted South Africa’s adherence to good debt management practices
for emerging markets. South Africa currently also holds the top ranking globally in the budget transparency index collated by the Open
International Budget Partnership.
That said, it is also clear that the ambitious reform agenda set out in the State of the Nation Address (which builds on the National
Development Plan) reflects the range and depth of South Africa’s economic, fiscal and social challenges, which have accumulated
over a number of years. The coming weeks and months will shed more light on how the government plans to balance competing
interests within the ANC, parliament and society, achieving both nearer-term economic objectives (to sustain confidence and promote
investment) and longer-term social and economic objectives (to address unemployment, inequality and poverty).
Subdued growth recovery is under way, but potential growth still remains barely above population growth
Low real GDP growth and high unemployment are South Africa's key economic challenges. However, 2017 was the second year in a row
when growth exceeded our forecast. Even if the improvement was largely cyclical, driven by external demand and by one-off factors
such as the easing of a drought, it offers the government the opportunity to undertake the reforms that could return the economy to a
higher and sustained growth path.
Our 2018 and 2019 growth projections (1.4% and 1.9%, respectively) are still close to population growth (1.6% according to Statistics
South Africa), held back by long-standing structural bottlenecks that include limited competition in key network sectors, skills
shortages and mismatches, among others. Despite South Africa’s abundant natural resources, the contribution of the mining sector
to growth and foreign-exchange earnings continues to be dampened by the uncertainty created by the absence of agreement on the
proposed Mining Charter and by the general lack of stable and investment-supportive regulations in the sector.
There are upside risks to our growth forecast, stemming from favourable external conditions and improved business and consumer
confidence. The RMB/BER Business Confidence Index (BCI) in particular jumped by 11 points from 34 in the fourth quarter of 2017 to
45 in the first quarter of 2018. If sustained by structural reforms and/or favourable external conditions, we would expect improved
confidence to result in an increase in investment towards the end of 2018.
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Possible downside risks to our growth forecast stem from a possible shock to the external environment (trade, financial conditions)
and/or from a failure to capitalize on the positive momentum and undertake key growth-enhancing structural reforms, which
undermines confidence and investment intentions.
2018 budget puts fiscal adjustment back on policy agenda, but risks stemming from guarantees to state-owned enterprises
remain elevated
In October 2017, the Minister of Finance presented a mini-budget with a baseline in which debt would reach 60% of GDP by 2020-21
and continue to rise. This MTBPS was a marked departure from previous efforts by the National Treasury to consolidate the public
finances and halt debt accumulation. It was also the key trigger for our November 2017 decision to place South Africa's credit rating on
review for downgrade.
On 21 February 2018, the Minister of Finance presented to Parliament the budget for FY2018-19 and the medium-term outline, which
incorporates a front-loaded fiscal adjustment in 2018-19. The fiscal improvement rests mostly on tax revenue measures, including
a one-percentage point increase in the VAT rate, but is also supported by the containment of expenditures, even after taking into
account new subsidies for higher education. The envisaged fiscal consolidation also restrains the funding requirement and envisages
stabilizing the debt-to-GDP ratio at around 55-56% of GDP in the next few years. While this is a move in a positive direction, upside
risks to the budget include pressures to increase the wage bill and higher-than-projected university enrollments that would raise the
higher education subsidy bill.
The funding situation of South Africa's state-owned enterprises (SOEs) continues to be difficult, particularly for Eskom. While Eskom
has a total envelope of guaranteed debt of ZAR350 billion, ZAR221 billion has been already utilized (as of March 2018), the equivalent
of about 5% of GDP. Given the importance of the company for South Africa's economy, the risk of additional contingent liabilities
relating to either liquidity and/or capital support remains high.
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Rating methodology and scorecard factors
Rating factors grid - South Africa
Rating factors

Sub-factor
weighting

Indicator

Indicative factor
Final factor score
score

Factor 1: Economic strength
M+
M+
Growth Dynamics
50%
Average real GDP growth (2012-2021F)
1.8
Volatility in real GDP growth (standard deviation, 2007-2016)
1.9
WEF Global Competitiveness index (2017)
4.3
Scale of the economy
25%
Nominal GDP (US$ billion, 2016)
295.4
National income
25%
GDP per capita (PPP, US$, 2016)
12,321
Automatic adjustments
[-3; 0]
Scores applied
Credit boom
0
Factor 2: Institutional strength
HM+
Institutional framework and effectiveness
75%
Worldwide Government Effectiveness index (2016)
0.3
Worldwide Rule of Law index (2016)
0.1
Worldwide Control of Corruption index (2016)
0.0
Policy credibility and effectiveness
25%
Inflation level (%, 2012-2021F)
5.6
Inflation volatility (standard deviation, 2007-2016)
1.9
Automatic adjustments
[-3; 0]
Scores applied
Track record of default
0
Economic Resiliency (F1xF2)
HM+
Factor 3: Fiscal strength
M+
M+
Debt burden
50%
General government debt/GDP (2016)
52.5
General government debt/revenue (2016)
144.6
Debt affordability
50%
General government interest payments/revenue (2016)
9.8
General government interest payments/GDP (2016)
3.6
Automatic adjustments
[-6; +4]
Scores applied
Debt trend (2013-2018F)
0
Foreign currency debt/general government debt (2016)
0
Other non-financial public sector debt/GDP (2016)
-1
Public sector assets/general government debt (2016)
0
Government financial strength (F1xF2xF3)
HM+
Factor 4: Susceptibility to event risk
Max. function
L+
L+
Political risk
L+
L+
Worldwide voice & accountability index (2016)
0.6
Government liquidity risk
L
L
Gross borrowing requirements/GDP
7.2
Non-resident share of general government debt (%)
33.7
Market-Implied Ratings
Ba1
Banking sector risk
L+
L
Average baseline credit assessment (BCA)
baa3
Total domestic bank assets/GDP
112
Banking system loan-to-deposit ratio
95
External vulnerability risk
L
L
(Current account balance + FDI Inflows)/GDP
-2.5
External vulnerability indicator (EVI)
85.8
Net international investment position/GDP
7.5
Government bond rating range (F1xF2xF3xF4)
A2 - Baa1
Baa1 - Baa3
Assigned foreign currency government bond rating
Baa3
Note: While information used to determine the grid mapping is mainly historical, our ratings incorporate expectations around future metrics and risk developments
that may differ from the ones implied by the rating range. Thus, the rating process is deliberative and not mechanical, meaning that it depends on peer
comparisons and should leave room for exceptional risk factors to be taken into account that may result in an assigned rating outside the indicative rating range.
For more information please see our Sovereign Bond Rating Methodology.
Footnotes: (1) Indicative factor score: rating sub-factors combine with the automatic adjustments to produce an Indicative factor score for every rating factor, as
detailed in Moody’s Sovereign Bond Methodology. (2) Final factor score: where additional analytical considerations exist, Indicative factor scores are augmented
to produce a Final factor score. Guidance on additional factors typically considered can be found in Moody’s Sovereign Bond Methodology; details on countryspecific considerations are provided in Moody’s research. (3) Rating range: Factors 1: Economic strength, and Factor 2: Institutional strength, combine with equal
weight into a construct we designate as Economic Resiliency or ER. An aggregation function then combines ER and Factor 3: Fiscal strength (FS), following a nonlinear pattern where FS has higher weight for countries with moderate ER and lower weight for countries with high or low ER. As a final step, Factor 4, a country’s
susceptibility to event risk, is a constraint which can only lower the preliminary government financial strength rating range as given by combining the first three
factors. (4) 15 Ranking categories: VH+, VH, VH-, H+, H, H-, M+, M, M-, L+, L, L-, VL+, VL, VL- (5) Indicator value: if not explicitly stated otherwise, the indicator
value corresponds to the latest data available.
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Moody's related publications
» Rating Action: Moody's confirms South Africa's Baa3 rating and changes the outlook to stable, 23 March 2018
» Outlook: Sovereigns – Sub-Saharan Africa: 2018 outlook negative amid subdued growth, elevated debt and political risks, 18 Jan
2018
» Issuer Comment: Government of South Africa: New ANC leadership gives prospect of a credit positive policy shift; narrow victory
complicates consensus on reforms, 19 December 2017
» Rating Action: Moody's places South Africa's Baa3 ratings on review for downgrade, 24 November 2017
» Issuer Comment: Government of South Africa: South Africa’s Medium-Term Budget Signals Credit-Negative Change in Policy
Direction, 30 October 2017
» Sovereign Monitor: Focus on South Africa, September 2017, 08 September 2017
» Issuer Comment: Government of South Africa: Rising poverty and unemployment raise spending pressures, challenging fiscal
consolidation and reform commitment, 07 September 2017
» Issuer In-Depth: Government of South Africa : Policy rate cut supports near-term growth recovery, but structural constraints still
impede medium-term outlook, 28 July 2017
» Issuer In-Depth: Government of South Africa – Baa3 Negative: Annual Credit Analysis, 14 July 2017
» Issuer Comment: Steep Decline in South Africa's Business Confidence Is a Setback to Growth Recovery, 19 June 2017
» Country Statistics: South Africa, Government of, 13 June 2017
» Issuer In-Depth: Government of South Africa : FAQ on Strength of Institutions, Growth Prospects and Debt Trajectory, 09 June
2017
» Rating Action: Moody's downgrades South Africa's rating to Baa3 and assigns negative outlook, 09 June 2017
» Rating Methodology: Sovereign Bond Ratings, 22 December 2016
To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of this
report and that more recent reports may be available. All research may not be available to all clients.
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