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Government of South Africa – Baa2 RURUpdate Following Initiation of Review for Downgrade
Summary Rating Rationale
»

The main credit strengths of South Africa's rating are (1) deep and well developed
domestic financial markets and well capitalized banking sector; (2) accountability and
independence of key institutions such as the judiciary, the Reserve Bank and the National
Treasury; (3) a sound macroeconomic framework; (4) low foreign currency debt.

»

The credit challenges for South Africa include (1) protracted and rising political
tensions, culminating in a recent Cabinet reshuffle, which generate policy uncertainty
about the direction of policies and reforms; (2) low growth reflecting persistent structural
bottlenecks and subdued private investment; (3) accumulation of public debt and
government contingent liabilities linked to financially weak state-owned enterprises; and
(4) high and persistent unemployment.

Exhibit 1

South Africa's Baa2 RUR- sovereign rating is determined by four factors:
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This Credit Opinion provides a discussion of the credit rating(s) for the Government of South
Africa and should be read in conjunction with Moody's most recent Credit Analysis and rating
information available on Moody's website.
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Key Indicators
Exhibit 2
South Africa
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Source: National authorities and Moody's Investors Service

Summary Rating Rationale (continued)
On 3 April 2007 we placed South Africa’s Baa2 rating on review for downgrade following the extensive cabinet reshuffle. Our review
will assess the impact of the South African President’s decision to change the leadership of ten government ministries, including
those of finance and energy, on the country’s prospects for ongoing reforms, the underlying strength of South Africa’s institutional
framework, and the fragile recovery in the country’s economic and fiscal positions.
Our assessment of South Africa's Economic Strength as 'moderate (+)' balances the economy's relative size and diversification with
persistently slow growth, which has contributed to the country being kept in the middle-income trap. Slow growth has also constrained
job creation and contributed to high unemployment as well as weakening debt metrics. Moreover, in contrast to most other emerging
markets, South Africa's gap with income levels of major advanced economies (G7) has been widening.
Exhibit 3

South Africa's income gap with advanced economies is widening
GDP per capita based on purchasing power parity relative to G7 average

Source: International Monetary Fund and 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.
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Although small in comparison to other members of the BRICS (Brazil, Russia, India, China, South Africa), South Africa’s economy is
among the top three largest in Africa, alongside Nigeria and Egypt. The slowdown in growth and productivity posted since 2011 is in
part due to external conditions, especially subdued global growth, investment and trade. Other key constraints are domestic, including
political tensions that generate policy uncertainty and structural challenges, including the limited flexibility in labour and product
markets, the electricity gap, the lack of competition in network sectors and weak financial situation and governance of state-owned
enterprises. Our projections for a gradual growth recovery reflect the narrowing of the electricity gap and signs of reforms in labour
relations.
Inequality remains a key challenge. Despite progress with lifting millions out of absolute poverty, the development of a black middle
class has been limited. High and long-term unemployment, especially among youth, reflects societal divides and exclusion. High
inequality, HIV rates as well as child and maternal mortality rates also weaken the country's human capital and productive base.
We assess South Africa's Institutional Strength as 'high (-)' based on the independence and effectiveness of key institutions, such as
the judiciary, the Reserve Bank, and the National Treasury, among others. Macroeconomic policy formation in South Africa is coherent
and rests on sound framework and data. As a result, monetary, exchange rate and fiscal policies have been evidence-based, well
coordinated and credible. However, prolonged political infighting has created policy uncertainty and prevented reaching consensus on
some of the key structural reforms, especially of the state owned enterprises. This has been reducing investor confidence and led to 'a
wait and see' approach to investment.
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 consistently met expenditure ceilings which on balance have helped stabilize spending
net of interest and bring about a reduction in primary fiscal deficits. Collection of tax revenues is constrained by the weak economy.
However, the debt continues to accumulate, albeit at a slowing rate. The 2016 medium term budget policy statement (MTBPS)
projects that rising interest payments will stabilize at 11.8% of revenues in FY2018/19. On balance, debt accumulation has been a key
driver for the gradual deterioration of our Fiscal Strength assessment.
Low growth and inefficient state-owned enterprises increase the risk of fiscal deterioration, with public debt and contingent liabilities
doubling in terms of GDP since 2008/09 and are estimated to exceed 50% and 20% of GDP at the end of in 2016, respectively.
Exhibit 4

Exhibit 5

South Africa's debt servicing costs are marginally above the median
of peers

Accumulation of public debt in terms of GDP is slowing
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We assess susceptibility to Event Risk at 'moderate (-)', driven by domestic political risk. Our sovereign bond methodology covers
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. Our assessment of rising domestic political risk
reflects protracted political infighting that generates policy uncertainty and impedes structural reforms.
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Lesser vulnerabilities come from still high albeit subsiding current account deficit, which is funded heavily by capital inflows. While high
non-FDI inflows pose a risk, the economy has proved resilient, with flexible exchange rate and low foreign currency debt as buffers.
With almost 90% of the government's debt being rand-denominated and raised in the local capital market, exchange rate risk to debt
portfolio is low.
Our government liquidity risk (GLR) score of L differs from the indicative VL. At 10.6% of GDP in 2016, the government's borrowing
needs are comparable to similarly-rated peers though the government expects to reduce its borrowing needs with primary surpluses in
FY2018/19. However, with one-third of public debt being held by nonresidents, risk of sudden stops or outflows of portfolio capital is
material should the investor confidence fall.

Rating Outlook
On 3 April 2017, we placed the Baa2 bond and issuer ratings of the government of South Africa on review for downgrade further to the
South African president's decision to change the leadership of key government institutions. That action has raised questions regarding:
(i) progress on reforms previously identified as essential to sustain South Africa’s fiscal and economic strength, and the effectiveness
of South Africa’s policymaking institutions; and (ii) the more immediate implications for growth and public debt given the potentially
negative impact on fragile domestic and external investor confidence.

Factors that Could Lead to Confirmation of the Rating at the Current Level
We would confirm the rating at Baa2 if our review were to conclude that the impact of recent events on government fiscal and
economic policies and on the economy’s forecast and potential growth was likely to be minimal or positive.

Factors that Could Result in a Downgrade
We could downgrade South Africa’s issuer rating if the recent events signaled a deterioration in the effectiveness of government or in
the credibility of its policy-making; and relatedly in the country’s economic or fiscal strength. Such a conclusion would be supported
by, for example, (i) a shift towards policies likely to undermine economic and/or fiscal strength, for example a likely deviation from
measures outlined in the 2017 budget and the related medium term framework or the lack of progress on SOE reform; or (ii) further
domestic or external shocks to growth.

Recent Developments
Abrupt cabinet reshuffle raises uncertainty about reforms
On 30 March, the President of South Africa announced wide-ranging changes to the country’s government, changing top leadership
in 10 ministries, including in key portfolios such as finance and energy. The timing and scope of the reshuffle raises questions over the
signal they send regarding the prospects for ongoing reforms, the underlying strength of South Africa’s institutional framework, and the
fragile recovery in the country’s economic and fiscal position.
While some key reforms have already been implemented, with commensurate improvements in areas such as energy provision
and industrial relations, several aspects of the government’s reform programme remain outstanding, particularly in completing the
legislative and administrative framework governing the mining sector, product market competition, in the labour market, in relation to
the development of the private sector, and in encouraging a more even distribution of wealth.
Economy seems to be turning a corner
South Africa’s economy appears to be turning a corner. After years of falling growth forecasts and outcomes, a combination of factors
resulted in a growth outturn for 2016 which, while very low (+0.3%), was consistent with prior forecasts. We forecast a recovery in
growth to around 1% in 2017 and closer to 2% in 2018.
The recovery reflects both domestic reforms such as restored stability into electricity supply and reduced industrial disputes. External
factors include the gradual recovery in world growth and trade, the stabilization of commodities prices and the easing of drought
conditions. However, the recovery is fragile, and higher growth in future highly will be dependent on domestic and external investment,
and therefore on investor confidence. The review period will allow Moody’s to assess any potential market reaction as well as changes
to medium term fiscal plans, impact on market prices, inflationary pressures and renewed liquidity challenges of SOEs.
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Public debt accumulation has slowed but contingent liabilities present a risk
Amid challenging conditions, the 2017 budget sets out fiscal consolidation targets consistent with those in the 2016 mid-year policy
statement, including a gradual stabilizing of the debt-to-GDP ratio. In particular, for this fiscal year the budget aims to generate Rand
28 billion in additional taxes and adheres to earlier spending ceilings. Subsequently, the overall fiscal deficit remains at 3.1% as in the
2016 Medium Term Budget Policy Statement (MTBPS). In contrast to the past, the 2017 budget did not backload the adjustment to the
outer years, which kept deficit targets also on track (with non-material increase of 0.1% of GDP). Primary balance is projected to reach
surplus in 2018/19, consistently with the 2016 MTBPS.
However, sizeable contingent liabilities (exceeding 20% of GDP) prevail. Besides gross debt accumulation, these liabilities in terms
of GDP, and hence implicit subsidies to SOEs, have doubled since the global financial crisis. Loan guarantees to independent power
producers (IPPs) have potential to attract private investors and shift the energy mix to renewables. However, continued guarantees
to loss-making state-owned enterprises (SOEs) such as South African Airways point to avoidance of difficult structural reforms. While
systemic funding risk for SOEs is a tail risk representing a highly unlikely outcome that is far from our baseline scenario, we observe a
gradual build up of fiscal risks stemming from the lack of progress with SOE reforms and related contingent liabilities.
Youth unemployment is a key social challenge
As youth unemployment does not show any signs of substantive decline, the capacity underutilization that characterizes the South
Africa economy and reduces potential output continues. In the 3rd quarter of 2016, youth unemployment (for ages 15 and 34) was
48.6% of the relevant labor force. The large portion has been concentrated among people aged 15 - 24 years, where it reached 65.5%
(excluding those in education). The burden of unemployment continues to have a racial dimension where about 40% of black youth
is unemployed relative to 11% of white youth. While the government has been taking some steps to address the youth employment
challenge such as youth wage subsidy scheme, their impact remains limited.
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Rating Methodology and Scorecard Factors
Rating Factors Grid - South Africa
Rating Factors

Sub-Factor
Weighting

Indicator

Indicative Factor
Score

Final Factor
Score

Factor 1: Economic Strength
M+
M+
Growth Dynamics
50%
Average Real GDP Growth (2011-2020F)
1.9
Volatility in Real GDP Growth (Standard Deviation, 2006-2015)
2.0
WEF Global Competitiveness Index (2016)
4.5
Scale of the Economy
25%
Nominal GDP (US$ billion, 2015)
314.6
National Income
25%
GDP per Capita (PPP, US$, 2015)
13,209
Automatic Adjustments
[-3; 0]
Scores Applied
Credit Boom
0
Factor 2: Institutional Strength
HHInstitutional Framework and Effectiveness
75%
Worldwide Government Effectiveness Index (2015)
0.3
Worldwide Rule of Law Index (2015)
0.1
Worldwide Control of Corruption Index (2015)
0.0
Policy Credibility and Effectiveness
25%
Inflation Level (%, 2011-2020F)
5.6
Inflation Volatility (Standard Deviation, 2006-2015)
2.1
Automatic Adjustments
[-3; 0]
Scores Applied
Track Record of Default
0
Economic Resiliency (F1xF2)
HHFactor 3: Fiscal Strength
M+
M+
Debt Burden
50%
General Government Debt/GDP (2015)
50.5
General Government Debt/Revenue (2015)
137.3
Debt Affordability
50%
General Government Interest Payments/Revenue (2015)
9.2
General Government Interest Payments/GDP (2015)
3.4
Automatic Adjustments
[-6; +4]
Scores Applied
Debt Trend (2012-2017F)
-1
Foreign Currency Debt/General Government Debt (2015)
0
Other Nonfinancial Public Sector Debt/GDP (2015)
-1
Public Sector Assets/General Government Debt (2015)
0
Government Financial Strength (F1xF2xF3)
HHFactor 4: Susceptibility to Event Risk
Max. Function
MMPolitical Risk
MMWorldwide Voice & Accountability Index (2015)
0.6
Government Liquidity Risk
VL+
L
Gross Borrowing Requirements/GDP
5.0
Non-Resident Share of General Government Debt (%)
31.3
Market-Implied Ratings
Ba1
Banking Sector Risk
L
L
Average Baseline Credit Assessment (BCA)
baa2
Total Domestic Bank Assets/GDP
120
Banking System Loan-to-Deposit Ratio
95
External Vulnerability Risk
L
L
(Current Account Balance + FDI Inflows)/GDP
-3.9
External Vulnerability Indicator (EVI)
84.2
Net International Investment Position/GDP
13.0
Government Bond Rating Range (F1xF2xF3xF4)
A3 - Baa2
A3 - Baa2
Assigned Foreign Currency Government Bond Rating
Baa2
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
. (2) Final Factor Score: Where additional analytical considerations exist, Indicative Factor Scores are augmented to produce a Final Factor
Score.
; details on countryresearch. (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 non-linear 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,
, 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 Research
Issuer Comments
»

Government of South Africa: State of the Nation Address offers limited guidance on policies to support growth and reforms of
SOEs, 17 February 2017

»

South Africa's Platinum Miners' Wage Deal Is Credit Positive for the Sovereign and Mining Companies, 07 November 2016

»

Beijing Automotive International's Investment in South Africa Is Credit Positive, 25 August 2016

»

South Africa Sanctions Five Banks to Curb Money Laundering, a Credit Positive for Sovereign, 15 August 2016

»

Government of South Africa: Unchanged Policy Rate Amid Diminished Business Confidence Supports Growth, 26 July 2016

»

South Africa Continues to Predict Lower Growth, 4 February 2016

Issuer in-Depth reports
»

Government of South Africa – Baa2 Negative: Annual Credit Analysis, 09 December 2016

»

Government of South Africa: FAQ on Fiscal Consolidation and Public Debt Trajectory, 25 November 2016

»

Government of South Africa: Local Elections Result Infers Medium-Term Reforms, but Near-term Spending Pressure and Policy
Distraction Risks, 08 August 2016

»

Government of South Africa: Key Drivers for the Confirmation of South Africa's Baa2 Rating; Negative Outlook Assigned, 19 May
2016

»

Government of South Africa: Drought and Rand Weakness Exacerbate Economic Slowdown, 15 February 2016

Country Statistics
»

South Africa, Government of, 28 November 2016

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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