
South African nominal bonds recently rebounded 
dramatically after a period of pronounced weakness, 
leading up to the formation of the government of 
national unity. The market was pricing in extreme 
pessimism about the country’s prospects, with yields 
on the 20-year bonds peaking above 13%. This is in 
extreme contrast to just �ve years ago, before the 
pandemic, when these yields were around 10%. The 
subsequent improvement in the bond market has 
seen this yield move down to around 11%, resulting 
in a capital gain on the 20-year bond of 26% in a few 
short months.

We believe that Continental Automotive’s pro�tability stands to 
bene�t from powertrain-related developments in high-growth 
key focus areas, such as:

° Autonomous mobility supports automated/assisted driving
 and autonomous vehicles with products like high-resolution
 cameras for parking/driving assistance, sensors and radar
 systems. This segment is heavily reliant on semiconductors,
 which were in short supply and highly priced post-pandemic
 - decimating margins.

° Safety and motion specialises in passive safety technologies
 and vehicle control systems including airbags, brakes and
 tyre sensors with low-pressure early warnings. 

° Architecture and networking aids vehicle connectivity to
 cloud or other software-based interactions. Products include
 digital key systems, smartphone integration devices and
 on-board computer systems. 

° User experience focuses particularly on vehicle display
 screens and dashboards. 

In addition to renegotiating contracts that are currently 
loss-making, this business is �rmly focused on remaining 
competitive in an increasingly complex and evolving 
manufacturing environment. Positively, the demand for 
specialist products and technologies is on the rise. 

and related software. As charted below left, the company is 
structured into three divisions. 

ContiTech manufactures specialist rubber products for many 
industries. Rubber hoses have numerous applications in vehicles 
including power steering, air conditioning, brake systems, 
radiators and fuel tanks. Conveyor belts are used to move 
material (eg in mining) and drive belts are used in power 
transmission systems. 

This business makes up 17% of group revenue and is currently 
the second largest generator of pro�t (below right). Products 
sold into the automotive industry are highly commoditised, 
therefore Continental has no clear competitive advantage 
relative to other suppliers. To combat this, ContiTech has 
shifted its focus away from the automotive sector and towards 
other industries (energy, agricultural, construction and mining), 
where it can offer unique products with longer lifecycles to 
generate higher margins and more sustainable revenue. 

Continental Tyres makes up 34% of sales and over 70% of 
group pro�ts. The bulk (over 70%) of tyre sales are made in the 
more pro�table replacements segment, while new vehicle 
production accounts for the balance. Tyre demand is linked 
primarily to total distance travelled, regardless of drivetrain, as 
it is a necessary component for all vehicles. BEVs need higher 

Having deftly navigated the transition from horse drawn 
carriages to internal combustion engine (ICE) vehicles over time, 
the business faces its next challenge: the global movement 
towards battery electric vehicles (BEVs) in support of net zero 
emissions targets. We investigate Continental’s positioning 
for this.

Net zero demands a powertrain shift
Signi�cant changes are in store for the automotive sector as 
the world steers toward the goals set by The Paris Climate 
Agreement in 2015. This will see an increased market share 
of BEVs in the passenger vehicle segment relative to the now 
dominant ICE-powered vehicles. The shift in powertrain1 will 
necessitate new, different transmission component parts and 
far fewer of them, which will materially alter the sales prospects 
for parts suppliers. To power a vehicle, BEVs employ a 
mechanically simple electric motor with few component parts, 
whereas ICE vehicles contain multiple components within the 
engine and propulsion system. 

Continental’s products
While Continental remains a prominent tyre manufacturer 
(for passenger vehicles, trucks, bicycles and motorcycles), it is 
positioning itself to bene�t from the changing market. It is also 
one of the most prominent producers of automotive components 

value tyres designed to support a heavier vehicle weight due to 
the battery, and the replacement cycle of these tyres is shorter 
given the increased wear and tear from a heavier vehicle. 
Therefore, not only will the tyre industry stand to bene�t from 
drivetrain electri�cation, but the drivetrain transition is set to 
materially increase revenue and pro�tability.

Continental Tyres is well represented in the European market 
(over 50% of sales), the Middle East and Africa. It is also 
currently building capacity in under-represented regions, 
including Asia and the Americas, anticipating strong 
growth due to market share gains given their competitive 
technological advantages.

Continental Automotive manufactures technologies related 
to vehicle safety and innovative solutions that support 
automation, communication and connectivity. Despite being 
the largest division (49% of group sales), it has not been 
pro�table since the supply chain crisis that followed the 
pandemic lockdowns and hugely impacted global automotive 
production. This business supplies hardware and software 
components to auto manufacturers in Europe and North America 
(markets that are still operating well below pre-Covid levels) 
and has identi�ed the importance of competing in the Chinese 
market, where sales are growing.  
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imposing hefty import tariffs on Chinese vehicles to try safeguard 
their local automotive industries.  

Still recovering European car manufacturers make up a 
signi�cant portion of Continental’s sales (64% at present). 
Such depressed market conditions have seen the company 
strategically focus on cutting costs, transitioning its loss-making 
automotive business towards pro�tability and providing 
quality products that can compete with those made in China. 
This means continuously investing in technology.

Software is increasingly disruptive
Powertrain developments and the increasing reliance on 
software in vehicles present an opportunity for new industry 
entrants to take market share and disrupt markets for 
incumbents. With a competitive advantage in software 
development, Huawei and Xiaomi are prominent new entrants 
despite being new to auto manufacturing. 

Continental’s automotive division has invested extensively in 
software development and is looking to increase its share of 
the vehicle software market. Coupled with the development of a 
software subscription revenue base, this should signi�cantly add 
to the pro�tability of the business. Continental’s competitive 
advantage is its ability to integrate software and hardware, 
given that it produces both. As shown here, this would result 
in increasing the value of its content supplied to auto 
manufacturers, in turn signi�cantly boosting pro�tability.

Substantial growth and recovery ahead
Despite new competition in the market and a rapidly evolving 
industry, Continental is competitively advantaged through its 
very pro�table and resilient tyre business and the signi�cant 
investment made in its automotive technology business. We 
believe that the current market price undervalues Continental’s 
prospects for growth, expansion in pro�tability and recovery in 
its automotive division.

Automotive market dynamics
As indicated on the previous page, the global automotive 
production peak of 2017 was followed by a marked decline in 
2020 due to the pandemic slowdown and subsequent industry 
supply chain complications that led to severely constrained levels 
of production. The market has rebounded strongly in China, 
now the world’s largest, while production in Europe, North 
America and Japan remains well below pre-pandemic levels. 

European manufacturers and suppliers, including Continental, 
have experienced signi�cant increases in costs particularly 
with respect to energy, wages and freight rates, while revenues 
have declined due to low production levels. Consequently, 
earnings are severely depressed.

Chinese manufacturers, particularly in BEVs, have contained 
costs through economies of scale as they have expanded, the 
vertical integration of supply chains, low energy costs and lower 
labour costs - all aided by signi�cant government subsidy 
support. Lower production costs allow Chinese vehicles to be 
signi�cantly lower priced than those of Western competitors. 
Substantial excess capacity in China has enabled material 
exports of its lower cost vehicles into Europe and other parts 
of the world. In response to this strong competition, Western 
countries have implemented protective measures, such as 



Clearly there was a possibility of default and of the 
deterioration of in�ation management, which we do not 
intend downplaying. 

Our view was that these risks were far lower than the market 
feared and we still believe in a greater probability of a middle 
road scenario somehow unfolding. In this event, bond yields 
were way too weak and one could not only bank 13% per annum 
for 20 years, but also a substantial capital gain as rates fell to 
re�ect a better outlook, albeit still weak. Additionally, in the 
event of any quicker than expected improvement in the �scal 
position, which we viewed as an unlikely high road, the main 
drag on South Africa’s credit pro�le would be reduced and 
bond yields could move considerably lower. 

Substantial gains to date and more to come
This substantial and highly asymmetric return pro�le is rarely 
offered to investors and has already proved extremely lucrative 
for our clients. Developments in the country since the elections 
have been materially more positive than even the most 
optimistic forecasts from earlier in the year. We have a stable 
government of national unity, populist parties have been 
marginalised, reform momentum has strengthened and 
load-shedding has not occurred since March.  

No doubt the future will present problems and setbacks. The 
country’s substantial structural problems, such as its vast 
unskilled and unemployed population, failing public services 
and organised criminal activity, loom large. However, as 
Moody’s highlights in its country assessment, there are many 
structural positives too. We believe real yields are still too high, 
although substantially less so than earlier in the year, and our 
client portfolios are positioned accordingly.

° Economic strength: This is a key facet of a country’s credit
 evaluation, measurable through an analysis of prospective
 growth, size of economy and sources of revenue. South Africa’s
 economic strength assessment comprises a mix of positive
 and negative factors. While South Africa’s real GDP growth
 rate is low, its credit rating bene�ts from the sizeable level of
 GDP, relatively high GDP per capita and positive economic
 diversi�cation. Currently, these strengths result in an
 assigned investment grade category rating. 

° The strength of institutions and governance: This is the next
 important rating factor and, in particular, the stability of the
 country’s legal and regulatory framework is a vital consideration.
 Historically, global experience has shown a clear relationship
 between institutional weakness and sovereign defaults.
 According to Moody’s, South Africa has high-quality core
 institutions, resulting in a positive investment grade rating
 for this category. 

 Moody’s appears to somewhat emphasize policy effectiveness
 over the quality of institutions, with the former negatively
 weighing on this category’s assessment. For South Africa
 speci�cally, the effectiveness of �scal policy - managed by
 The National Treasury - is regarded as a weaker area, while
 the operation of monetary policy - the responsibility of the 
 South African Reserve Bank - is highly rated. 

We delve into the elements that are considered for rating 
South Africa’s creditworthiness as an issuer of bonds. We then 
consider three broad possible scenarios for the country’s 
economic future and highlight the importance of maintaining 
a long-term perspective when valuing government debt. 

Sovereign risk assessment factors
Bond yields - the annual return to an investor if the bond is held 
to maturity - re�ect, among other things such as in�ation risk, 
expectations for the possibility of the borrower defaulting on 
the loan. As markets are inherently forward looking, current 
market yields may price in credit risk that is different to yields 
implied by current, historically determined, official credit ratings 
from ratings agencies.

At the very high levels prevailing prior to the elections, bond 
yields were pricing in a material worsening in the country’s credit 
ratings and thus in the outlook for the possibility of its default.  

Moody’s is a highly regarded global credit rating agency known 
for its in-depth research and robust methodologies and we 
use their framework in what follows. Moody’s focuses on four 
categories when evaluating a country’s credit pro�le. These are 
rated individually and then aggregated to determine the 
�nal assessment of a country’s overall credit pro�le. The 
categories are:  

° Fiscal strength: This factor attempts to measure a country’s
 ability to sustain its debt burden - a signi�cant area of
 weakness for South Africa resulting in a category rating that
 is below investment grade. The impact of this is meaningfully
 negative on the country’s overall sovereign rating and is
 effectively the sole factor dragging us below investment
 grade. According to Moody’s, important measures of �scal
 strength include ratios for debt affordability and debt
 burden. In both measures, South Africa rates poorly. 

 Moody’s does, however, acknowledge the ratio of government
 �nancial assets to GDP as a positive factor, mitigating the
 above negatives somewhat. It is understood that countries
 with high levels of �nancial assets can buffer large shocks
 through asset liquidation if needed. Such assets would
 include cash deposits, contingency reserve funds and foreign
 currency reserves. 

° Susceptibility to event risk: The �nal factor aims to measure
 a country’s resilience to shocks that might impact �scal
 stability, particularly risks that in�uence the economy and its
 institutions. An example would be factoring in the effect of
 stress on the banking sector. Here, Moody’s rates South Africa
 as investment grade with notable strengths, highlighting the
 deep and diversi�ed �nancial sector, low foreign currency

 denominated debt levels, �exible exchange rate and the ease  
 at which the government can raise funding.  

The chart on the previous page compares South Africa’s 
category ratings to a select group of other emerging market 
countries. Our current rating factor assessments, albeit 
determined in the past, are generally in line with this peer 
group of countries and are in some cases, better.  

What may lie ahead 
A general illustrative description of three contrasting economic 
futures for South Africa, and thus its possibility of defaulting 
on its borrowings, may be as follows:

A low road scenario, where the economic and governance 
situation for South Africa worsens, may see a deterioration in 
its key strengths, for instance: unexpected weakening in 
institutions, declining economic strength or higher vulnerability 
to event risks. Such an outcome will result in rating downgrades.

A positive high road scenario may incorporate a quickening in 
the growth rate of the country’s economy and consequent 
improvements in the �scal position, particularly in reducing 
debt burden and better debt affordability. Tax revenues will be 
higher, lowering the �scal de�cit and the debt balance will be a 
smaller percentage of the larger economy. This scenario should 
prompt a credit rating upgrade.

In the case where the current economic trajectory is similar 
to the recent past, whereby existing credit strengths and 
weaknesses endure, this might be regarded as a middle road 
scenario. Economic growth would remain weak, �scal 
consolidation may occur only gradually and to a muted extent, 
and South Africa’s credit rating may remain unchanged at two 
notches below investment grade.

Accurately calibrating the probabilities for these scenarios is 
difficult. Given the economic challenges South Africa is facing 
and its extensive structural weaknesses, our view is that the 
middle road is most likely, followed by the low road, with the 
high road scenario being far less probable. However, the 
probability of the high road has risen post the formation of 
the new government after this year’s elections and given the 
early economic reform momentum shown by the 
presidential ministry.

What the market was telling us
The Moody’s analytics tool uses market signals to determine 
the credit rating implied by the bond market. The output 
indicates what the market expectation is for South Africa’s 
future credit rating. The chart on the previous page, indicates a 
comparison of other emerging market and southern European 
countries, showing the market-implied rating changes at 
present and before the South African general elections. Current 
yields suggest investors are anticipating South Africa’s credit 
rating to remain constant. Notably, prior to the elections, 
market pricing indicated that the country’s rating would 
deteriorate by a further three notches. At that time, we argued 
that elevated bond yields already priced in a low road scenario 
and were going to pay a 13% per annum yield for the next 
20 years, even if the three notch downgrades were to happen. 

Moody’s category ratings
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Clearly there was a possibility of default and of the 
deterioration of in�ation management, which we do not 
intend downplaying. 

Our view was that these risks were far lower than the market 
feared and we still believe in a greater probability of a middle 
road scenario somehow unfolding. In this event, bond yields 
were way too weak and one could not only bank 13% per annum 
for 20 years, but also a substantial capital gain as rates fell to 
re�ect a better outlook, albeit still weak. Additionally, in the 
event of any quicker than expected improvement in the �scal 
position, which we viewed as an unlikely high road, the main 
drag on South Africa’s credit pro�le would be reduced and 
bond yields could move considerably lower. 

Substantial gains to date and more to come
This substantial and highly asymmetric return pro�le is rarely 
offered to investors and has already proved extremely lucrative 
for our clients. Developments in the country since the elections 
have been materially more positive than even the most 
optimistic forecasts from earlier in the year. We have a stable 
government of national unity, populist parties have been 
marginalised, reform momentum has strengthened and 
load-shedding has not occurred since March.  

No doubt the future will present problems and setbacks. The 
country’s substantial structural problems, such as its vast 
unskilled and unemployed population, failing public services 
and organised criminal activity, loom large. However, as 
Moody’s highlights in its country assessment, there are many 
structural positives too. We believe real yields are still too high, 
although substantially less so than earlier in the year, and our 
client portfolios are positioned accordingly.

° Economic strength: This is a key facet of a country’s credit
 evaluation, measurable through an analysis of prospective
 growth, size of economy and sources of revenue. South Africa’s
 economic strength assessment comprises a mix of positive
 and negative factors. While South Africa’s real GDP growth
 rate is low, its credit rating bene�ts from the sizeable level of
 GDP, relatively high GDP per capita and positive economic
 diversi�cation. Currently, these strengths result in an
 assigned investment grade category rating. 

° The strength of institutions and governance: This is the next
 important rating factor and, in particular, the stability of the
 country’s legal and regulatory framework is a vital consideration.
 Historically, global experience has shown a clear relationship
 between institutional weakness and sovereign defaults.
 According to Moody’s, South Africa has high-quality core
 institutions, resulting in a positive investment grade rating
 for this category. 

 Moody’s appears to somewhat emphasize policy effectiveness
 over the quality of institutions, with the former negatively
 weighing on this category’s assessment. For South Africa
 speci�cally, the effectiveness of �scal policy - managed by
 The National Treasury - is regarded as a weaker area, while
 the operation of monetary policy - the responsibility of the 
 South African Reserve Bank - is highly rated. 

We delve into the elements that are considered for rating 
South Africa’s creditworthiness as an issuer of bonds. We then 
consider three broad possible scenarios for the country’s 
economic future and highlight the importance of maintaining 
a long-term perspective when valuing government debt. 

Sovereign risk assessment factors
Bond yields - the annual return to an investor if the bond is held 
to maturity - re�ect, among other things such as in�ation risk, 
expectations for the possibility of the borrower defaulting on 
the loan. As markets are inherently forward looking, current 
market yields may price in credit risk that is different to yields 
implied by current, historically determined, official credit ratings 
from ratings agencies.

At the very high levels prevailing prior to the elections, bond 
yields were pricing in a material worsening in the country’s credit 
ratings and thus in the outlook for the possibility of its default.  

Moody’s is a highly regarded global credit rating agency known 
for its in-depth research and robust methodologies and we 
use their framework in what follows. Moody’s focuses on four 
categories when evaluating a country’s credit pro�le. These are 
rated individually and then aggregated to determine the 
�nal assessment of a country’s overall credit pro�le. The 
categories are:  

° Fiscal strength: This factor attempts to measure a country’s
 ability to sustain its debt burden - a signi�cant area of
 weakness for South Africa resulting in a category rating that
 is below investment grade. The impact of this is meaningfully
 negative on the country’s overall sovereign rating and is
 effectively the sole factor dragging us below investment
 grade. According to Moody’s, important measures of �scal
 strength include ratios for debt affordability and debt
 burden. In both measures, South Africa rates poorly. 

 Moody’s does, however, acknowledge the ratio of government
 �nancial assets to GDP as a positive factor, mitigating the
 above negatives somewhat. It is understood that countries
 with high levels of �nancial assets can buffer large shocks
 through asset liquidation if needed. Such assets would
 include cash deposits, contingency reserve funds and foreign
 currency reserves. 

° Susceptibility to event risk: The �nal factor aims to measure
 a country’s resilience to shocks that might impact �scal
 stability, particularly risks that in�uence the economy and its
 institutions. An example would be factoring in the effect of
 stress on the banking sector. Here, Moody’s rates South Africa
 as investment grade with notable strengths, highlighting the
 deep and diversi�ed �nancial sector, low foreign currency

 denominated debt levels, �exible exchange rate and the ease  
 at which the government can raise funding.  

The chart on the previous page compares South Africa’s 
category ratings to a select group of other emerging market 
countries. Our current rating factor assessments, albeit 
determined in the past, are generally in line with this peer 
group of countries and are in some cases, better.  

What may lie ahead 
A general illustrative description of three contrasting economic 
futures for South Africa, and thus its possibility of defaulting 
on its borrowings, may be as follows:

A low road scenario, where the economic and governance 
situation for South Africa worsens, may see a deterioration in 
its key strengths, for instance: unexpected weakening in 
institutions, declining economic strength or higher vulnerability 
to event risks. Such an outcome will result in rating downgrades.

A positive high road scenario may incorporate a quickening in 
the growth rate of the country’s economy and consequent 
improvements in the �scal position, particularly in reducing 
debt burden and better debt affordability. Tax revenues will be 
higher, lowering the �scal de�cit and the debt balance will be a 
smaller percentage of the larger economy. This scenario should 
prompt a credit rating upgrade.

In the case where the current economic trajectory is similar 
to the recent past, whereby existing credit strengths and 
weaknesses endure, this might be regarded as a middle road 
scenario. Economic growth would remain weak, �scal 
consolidation may occur only gradually and to a muted extent, 
and South Africa’s credit rating may remain unchanged at two 
notches below investment grade.

Accurately calibrating the probabilities for these scenarios is 
difficult. Given the economic challenges South Africa is facing 
and its extensive structural weaknesses, our view is that the 
middle road is most likely, followed by the low road, with the 
high road scenario being far less probable. However, the 
probability of the high road has risen post the formation of 
the new government after this year’s elections and given the 
early economic reform momentum shown by the 
presidential ministry.

What the market was telling us
The Moody’s analytics tool uses market signals to determine 
the credit rating implied by the bond market. The output 
indicates what the market expectation is for South Africa’s 
future credit rating. The chart on the previous page, indicates a 
comparison of other emerging market and southern European 
countries, showing the market-implied rating changes at 
present and before the South African general elections. Current 
yields suggest investors are anticipating South Africa’s credit 
rating to remain constant. Notably, prior to the elections, 
market pricing indicated that the country’s rating would 
deteriorate by a further three notches. At that time, we argued 
that elevated bond yields already priced in a low road scenario 
and were going to pay a 13% per annum yield for the next 
20 years, even if the three notch downgrades were to happen. 

Bond implied rating gap 

Source: Moody’s
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Clearly there was a possibility of default and of the 
deterioration of in�ation management, which we do not 
intend downplaying. 

Our view was that these risks were far lower than the market 
feared and we still believe in a greater probability of a middle 
road scenario somehow unfolding. In this event, bond yields 
were way too weak and one could not only bank 13% per annum 
for 20 years, but also a substantial capital gain as rates fell to 
re�ect a better outlook, albeit still weak. Additionally, in the 
event of any quicker than expected improvement in the �scal 
position, which we viewed as an unlikely high road, the main 
drag on South Africa’s credit pro�le would be reduced and 
bond yields could move considerably lower. 

Substantial gains to date and more to come
This substantial and highly asymmetric return pro�le is rarely 
offered to investors and has already proved extremely lucrative 
for our clients. Developments in the country since the elections 
have been materially more positive than even the most 
optimistic forecasts from earlier in the year. We have a stable 
government of national unity, populist parties have been 
marginalised, reform momentum has strengthened and 
load-shedding has not occurred since March.  

No doubt the future will present problems and setbacks. The 
country’s substantial structural problems, such as its vast 
unskilled and unemployed population, failing public services 
and organised criminal activity, loom large. However, as 
Moody’s highlights in its country assessment, there are many 
structural positives too. We believe real yields are still too high, 
although substantially less so than earlier in the year, and our 
client portfolios are positioned accordingly.

° Economic strength: This is a key facet of a country’s credit
 evaluation, measurable through an analysis of prospective
 growth, size of economy and sources of revenue. South Africa’s
 economic strength assessment comprises a mix of positive
 and negative factors. While South Africa’s real GDP growth
 rate is low, its credit rating bene�ts from the sizeable level of
 GDP, relatively high GDP per capita and positive economic
 diversi�cation. Currently, these strengths result in an
 assigned investment grade category rating. 

° The strength of institutions and governance: This is the next
 important rating factor and, in particular, the stability of the
 country’s legal and regulatory framework is a vital consideration.
 Historically, global experience has shown a clear relationship
 between institutional weakness and sovereign defaults.
 According to Moody’s, South Africa has high-quality core
 institutions, resulting in a positive investment grade rating
 for this category. 

 Moody’s appears to somewhat emphasize policy effectiveness
 over the quality of institutions, with the former negatively
 weighing on this category’s assessment. For South Africa
 speci�cally, the effectiveness of �scal policy - managed by
 The National Treasury - is regarded as a weaker area, while
 the operation of monetary policy - the responsibility of the 
 South African Reserve Bank - is highly rated. 

We delve into the elements that are considered for rating 
South Africa’s creditworthiness as an issuer of bonds. We then 
consider three broad possible scenarios for the country’s 
economic future and highlight the importance of maintaining 
a long-term perspective when valuing government debt. 

Sovereign risk assessment factors
Bond yields - the annual return to an investor if the bond is held 
to maturity - re�ect, among other things such as in�ation risk, 
expectations for the possibility of the borrower defaulting on 
the loan. As markets are inherently forward looking, current 
market yields may price in credit risk that is different to yields 
implied by current, historically determined, official credit ratings 
from ratings agencies.

At the very high levels prevailing prior to the elections, bond 
yields were pricing in a material worsening in the country’s credit 
ratings and thus in the outlook for the possibility of its default.  

Moody’s is a highly regarded global credit rating agency known 
for its in-depth research and robust methodologies and we 
use their framework in what follows. Moody’s focuses on four 
categories when evaluating a country’s credit pro�le. These are 
rated individually and then aggregated to determine the 
�nal assessment of a country’s overall credit pro�le. The 
categories are:  
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° Fiscal strength: This factor attempts to measure a country’s
 ability to sustain its debt burden - a signi�cant area of
 weakness for South Africa resulting in a category rating that
 is below investment grade. The impact of this is meaningfully
 negative on the country’s overall sovereign rating and is
 effectively the sole factor dragging us below investment
 grade. According to Moody’s, important measures of �scal
 strength include ratios for debt affordability and debt
 burden. In both measures, South Africa rates poorly. 

 Moody’s does, however, acknowledge the ratio of government
 �nancial assets to GDP as a positive factor, mitigating the
 above negatives somewhat. It is understood that countries
 with high levels of �nancial assets can buffer large shocks
 through asset liquidation if needed. Such assets would
 include cash deposits, contingency reserve funds and foreign
 currency reserves. 

° Susceptibility to event risk: The �nal factor aims to measure
 a country’s resilience to shocks that might impact �scal
 stability, particularly risks that in�uence the economy and its
 institutions. An example would be factoring in the effect of
 stress on the banking sector. Here, Moody’s rates South Africa
 as investment grade with notable strengths, highlighting the
 deep and diversi�ed �nancial sector, low foreign currency

 denominated debt levels, �exible exchange rate and the ease  
 at which the government can raise funding.  

The chart on the previous page compares South Africa’s 
category ratings to a select group of other emerging market 
countries. Our current rating factor assessments, albeit 
determined in the past, are generally in line with this peer 
group of countries and are in some cases, better.  

What may lie ahead 
A general illustrative description of three contrasting economic 
futures for South Africa, and thus its possibility of defaulting 
on its borrowings, may be as follows:

A low road scenario, where the economic and governance 
situation for South Africa worsens, may see a deterioration in 
its key strengths, for instance: unexpected weakening in 
institutions, declining economic strength or higher vulnerability 
to event risks. Such an outcome will result in rating downgrades.

A positive high road scenario may incorporate a quickening in 
the growth rate of the country’s economy and consequent 
improvements in the �scal position, particularly in reducing 
debt burden and better debt affordability. Tax revenues will be 
higher, lowering the �scal de�cit and the debt balance will be a 
smaller percentage of the larger economy. This scenario should 
prompt a credit rating upgrade.

In the case where the current economic trajectory is similar 
to the recent past, whereby existing credit strengths and 
weaknesses endure, this might be regarded as a middle road 
scenario. Economic growth would remain weak, �scal 
consolidation may occur only gradually and to a muted extent, 
and South Africa’s credit rating may remain unchanged at two 
notches below investment grade.

Accurately calibrating the probabilities for these scenarios is 
difficult. Given the economic challenges South Africa is facing 
and its extensive structural weaknesses, our view is that the 
middle road is most likely, followed by the low road, with the 
high road scenario being far less probable. However, the 
probability of the high road has risen post the formation of 
the new government after this year’s elections and given the 
early economic reform momentum shown by the 
presidential ministry.

What the market was telling us
The Moody’s analytics tool uses market signals to determine 
the credit rating implied by the bond market. The output 
indicates what the market expectation is for South Africa’s 
future credit rating. The chart on the previous page, indicates a 
comparison of other emerging market and southern European 
countries, showing the market-implied rating changes at 
present and before the South African general elections. Current 
yields suggest investors are anticipating South Africa’s credit 
rating to remain constant. Notably, prior to the elections, 
market pricing indicated that the country’s rating would 
deteriorate by a further three notches. At that time, we argued 
that elevated bond yields already priced in a low road scenario 
and were going to pay a 13% per annum yield for the next 
20 years, even if the three notch downgrades were to happen. 
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Footnote: 1Annualised (ie the average annual return over the given time period); 2TER (total expense ratio) = % of average NAV of portfolio incurred as charges, levies and fees in the 
management of the portfolio for the rolling three-year period to 30 June 2024; #over 12 months to 30 June 2024. 3Transaction costs (TC) are unavoidable costs incurred in administering 
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