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The downgrade of South Africa’s sovereign credit rating to junk status by Moody’s late in March 2020, while lost 
to some degree in the noise around Covid-19, fundamentally changed the dynamics driving the local fixed income 
markets. The question for fixed income investors is whether this development offers any opportunities, given the 
global backdrop of low inflation, low interest rates, low global bond yields and the South African Reserve Bank’s 
(SARB) bond purchasing activity.

Moody’s cut South Africa’s sovereign credit rating based on a culmination of factors. The credit ratings agency 
assessed the country against four rating components as shown below:

Economic strength
Institutional and governance 

strength
Fiscal strength

Susceptibility to event 
risk

Rating reduced two notches 
due to the negative economic 
impact of COVID-19 and 
longstanding structural 
challenges.

No change, but noted:
• Ineffective growth 

policies.
• The inability of fiscal 

policy to stimulate 
growth.

• National Treasury’s 
inability to deliver 
credit-positive fiscal 
policies.

Three notches lower 
due to:
• Rising debt burden.
• No short-term 

likelihood of 
stabilising.

• Addressing the wage 
bill is not considered 
sufficient to halt the 
rise in debt.

• Average interest rates 
are expected to be 
higher than the rate of 
growth.

Unchanged, however 
an increase in 
banking sector risk 
has been added to 
the previous sole 
focus on political 
risk.

Source: Moody’s, Nedbank CIB

South Africa sovereign debt 
downgrade
Risks and opportunities for fixed income investors

The Moody’s downgrade and Covid-19 pandemic have created significant uncertainty in the markets. But for those 
with a longer time horizon, a good investment plan and the ability to look through the short-term volatility, there 
are still plenty of opportunities to earn a good return from fixed income. 

Mark Seymour
Director - Fixed Income

FROM THE ANALYSTS
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For the last few years, the SARB was extremely hawkish and focused on reducing inflation to the middle of the 
3% to 6% target despite weak economic growth. As the Covid-19 pandemic unfolded, their approach shifted from 
inflation targeting to supporting economic growth in the context of zero demand and subdued inflation, with 
SARB cutting interest rates by 2.5% since mid-March. When liquidity dried up, the SARB stepped in with bond 
purchases in the secondary market to reduce excessive price volatility.

The downgrade to junk status makes it more expensive for government to borrow, which is reflected in higher 
bond yields. But at the same time, the National Treasury is likely to have to step up the pace of borrowing (bond 
issuance) as the economic contraction will result in tax revenue shortfalls. 

Cash is currently far from king
In times of uncertainty, the default reaction for risk averse investors is to move into cash. With the cuts in interest 
rates, real interest rates are currently negative and money market returns do not provide protection against 
inflation. Consumer demand is at very low levels and unlikely to recover soon, so real interest rates could stay low 
for an extended period and cash is unlikely to give investors a real return for the foreseeable future.

Credit spreads on corporate debt have widened as the risk of corporate defaults increases due to the challenging 
economic climate, reflecting the increased risk linked to these instruments.

On paper, longer-dated bonds look attractive as the increased sovereign credit risk has led to higher yields, but the 
term risk on these bonds is excessive in our opinion. 

Opportunities in shorter-dated fixed coupon and inflation-linked bonds
Ten-year bonds are yielding around 9.5%, which is more interesting if government can manage the challenges it 
will face and inflation is kept in check. Yields in the seven- to ten-year range look acceptable for the risk provided.

The credit downgrade also created high real-yields on short-dated inflation-linked bonds. Inflation needs to 
average below 2% for these bonds to underperform on a nominal return basis compared to fixed bonds, which we 
consider unlikely, and even if this were to be the case, returns will exceed the required real return hurdle. Despite 
subdued demand, the potential sources of price inflation could come about as a result of cost-push factors, rising 
import prices or an increase in raw material prices. In this case, inflation-linked bonds would deliver a sound 
return.

The Northstar *SCI Income Fund is well positioned in the current environment
The Northstar SCI Income Fund is currently weighted strongly towards inflation-linked bonds, spread across all 
bonds on the front end of the yield curve, and split between senior bank paper and government bonds.

Northstar’s ability to move with relative ease in the market has meant that we are lighter on credit exposure 
than our peers and have largely avoided the impact of widening credit spreads, which had a significant effect on 
returns. The credit we hold is senior bank paper, as close to the front of the queue as possible to reduce credit risk. 

Despite the risks currently evident in the bond market, there are still opportunities. Even if conditions worsen 
from this point, the front end of the yield curve has the potential to outperform cash and generate a reasonable 
return for fixed income investors. 

*SCI refers to Sanlam Collective Investments. Refer to returns on the fund information page.



CIS DISCLOSURES

Sanlam Collective Investments (RF) (Pty) Ltd is an approved Manager in terms of the 

Collective Investment Schemes Control Act, 2002. Collective investment schemes in 

securities are generally medium- to long-term investments. The value of participatory 

interests or the investment may go down as well as up. Past performance is not 

necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty) 

Ltd (the manager) does not provide any guarantee, either with respect to the capital 

or the return of a portfolio. The manager has the right to close certain portfolios 

to new investors, in order to manage it more efficiently, in accordance with its 

mandate. Collective investment schemes are traded at ruling prices and can engage 

in borrowing and scrip lending. The collective investment scheme may borrow up to 

10% of the market value of the portfolio to bridge insufficient liquidity. Annualised 

returns are period returns re-scaled to a period of one year. This allows investors to 

compare returns of different assets that they have owned for different lengths of time. 

Actual annual figures are available to the investor on request. Performance is based 

on NAV to NAV calculations with income reinvestments done on the ex-div date.  

Performance is calculated for the portfolio and the individual investor performance 

may differ as a result of initial fees, actual investment date, date of reinvestment 

and dividend withholding tax. Investment performance calculations are available for 

verification upon request by any person. Different classes of participatory interests 

apply to these portfolios and are subject to different fees and charges. Forward 

pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for 

all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off 

time should be 14h00, for portfolios except fund of funds, but execution is not always 

guaranteed. If execution could not take place on the same day, it will take place the 

next business day, or at the earliest possible opportunity. For fund of funds, the cut-

off time for the execution of trades is 14h00 on the day preceding the pricing date. 

Foreign securities within portfolios may have additional material risks, depending on 

the specific risks affecting that country, such as: potential constraints on liquidity 

and the repatriation of funds; macroeconomic risks; political risks; foreign exchange 

risks; tax risks; settlement risks; and potential limitations on the availability of market 

information. Fluctuations or movements in exchange rates may cause the value of 

underlying international investments to go up or down. Investors are reminded that 

an investment in a currency other than their own may expose them to a foreign 

exchange risk. The terms and conditions, a schedule of fees, charges and maximum 

commissions, performance fee frequently asked questions as well as the minimum 

disclosure document (MDD) and quarterly investor report (QIR) for each portfolio 

are available on Sanlam Collective Investments’ website at www.sanlaminvestments.

com. Associates of the manager may be invested within certain portfolios and the 

details thereof are available from the manager.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services 

provider in terms of the Financial Advisory and Intermediary Services Act 2002. All 

information contained in this document should not be construed, or relied upon, as 

advice. If you require financial and/or investment advice, please engage the services 

of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document 

are provided by Northstar as general information about the company and its 

products and services. Northstar does not guarantee the suitability or potential value 

of any information or particular investment source. Any information in this document 

is not intended nor does it constitute financial, tax, legal, investment, or other advice. 

Nothing contained in any service or any other content in this document constitutes a 

solicitation, recommendation, endorsement or offer by Northstar. Nothing contained 

in any service or any other content in this document constitutes a solicitation, 

recommendation, endorsement or offer by Northstar. Illustrations, forecasts or 

hypothetical data are not guaranteed and are provided for illustrative purposes 

only; returns or benefits are dependent on the performance of underlying assets or 

other variable market factors; there are risks involved in buying or selling a financial 

product; past performances are not necessarily indicative of future performances; 

and no guarantees are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,

Constantia PostNet Suite #784, Private Bag X16, Constantia 7848

Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/002865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532

Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224

service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

The Management of portfolios is outsourced to Northstar Asset Management 

(Pty) Ltd, (FSP) Licence No. 601, an Authorised Financial Services Provider under 

the Financial Advisory and Intermediary Services Act, 2002. This information is not 

advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of 

2002). Please be advised that there may be representatives acting under supervision. 

The manager retains full legal responsibility for the co-named portfolios. Legal 

Information http://northstar.co.za/page/legal-information/


