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Executive summary
1. This report is written for the Clothing, Textiles, Footwear and Leather (CTFL)
Stakeholder Initiative. It follows the downgrading, by various rating agencies
during 2017, of South Africa’s foreign currency debt. The report provides
stakeholders in South Africa with an international comparative study of countries
that have undergone sovereign debt downgrades to draw lessons for South
Africa.

Downgrades
2. There is no consensus among the rating agencies as to the exact creditworthiness
of South Africa’s debt. This means that there is substantial room for South Africa
to quantify in financial terms the extent of its problems and convincingly
communicate this to the rating agencies and other economic actors, once it has
decided on a clear course of action for how it will deal with key debt-related
issues.
3. Two out of three agencies downgraded South Africa’s foreign currency issued
debt to junk status. South Africa’s local currency debt is only considered ‘junk’ by
one of the three major rating agencies. This means that the impact of the
downgrade is still muted but that there is also a danger of further downgrades.
No agency lowered their ratings of South Africa’s debt by more than a single
notch, now or recently, indicating a gradual decline in creditworthiness, even if the
downgrade was triggered by political events.
4. All three rating agencies broadly highlight the same underlying causes of their
rating downgrades: 1) A corrupt and unfocused political process: the weakening
of South Africa’s institutional and policy framework; 2) Reduced growth
prospects; and 3) The continued erosion of ‘fiscal strength’, i.e. how much debt
the South African government is running-up (relative to its GDP).
5. Rating downgrades are a problem because they can raise the cost of borrowing
for the South African government and in turn for South African banks, firms and
consumers. This will make South Africa poorer as a country, because it makes
investing less profitable/more expensive for firms, and everything more
expensive for consumers, leading to less spending by governments and
consumers on non-debt related expenses.
6. Some mitigating factors exist. First, debt ratings have recently come to matter
less due to ‘expansionary’ global monetary policy – that is, the creation of money
(‘quantitative easing’) by leading central banks and the subsequent flow of
trillions of dollars into the global financial markets, leading to a ‘hunt’ for good
returns by financial investors. However, South Africa, like other emerging
markets, is vulnerable to reversals in these flows. Second, less than one-tenth
(around R220 billion) of the government’s debt stock is denominated in foreign
currency (the type of debt that was downgraded recently). Third, South Africa’s
bonds have a long average maturity of 14.7 years meaning that the amount of
new debt which South Africa will need to issue in the short to medium term is
manageable. Fourth, history suggests that much of the consequence of
downgrade occurs before it happens as investors have ‘priced in’ (that is, taken
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account of) the expected risk of the downgrade for some time (regardless of the
rating held at the time).

Cross-country comparison
7. The report compares South Africa to 10 recent ‘regainers’ – defined as countries
who recently have lost their (local currency) investment grade status, after being
downgraded to junk status, only to regain it again (being upgraded to investment
grade status). We compare how various economic indicators changed for each
country between their downgrade and their upgrade.
8. The two key ingredients to recovering investment grade status in the sample were
measures which advance economic growth and competitiveness, and measures
which restore the credibility to the government. The latter must prove to the
market that it is capable of changing the long-term direction of its debt, even if it
had not yet materially brought down debt levels.
9. The analysis finds that while relative debt levels (debt-to-GDP ratios) play an
important role in the decision to downgrade a country, in many instances,
countries have been upgraded without drastically reducing such debt levels. Debt
to GDP falls on average in our sample from 68% at the time of downgrade to
58% by the time a country is upgraded again. However, half the countries in our
sample see this ratio rise between downgrade and upgrade.
10. Fiscal discipline does, however, matter. The fiscal deficit (the amount a country
borrows each year) falls on average in our sample from -5% at the time of
downgrade to -2% by the time a country is upgraded again. This is an important
‘signalling device’, that is, a way of indicating commitment to reducing debt.
11. However, rapid fiscal consolidation through harsh austerity, as shown in our case
studies, is counterproductive as it retards growth.
12. GDP growth rates rises, on average in our sample, from 0% at the time of
downgrade to 4% by the time a country is upgraded again. This seems the central
means used to bring down debt-to-GDP ratios, since if GDP grows more quickly
than debt, then the debt-to-GDP ratio will shrink.
13. GDP growth is spurred by increased investment. Most countries that were
upgraded saw their levels of investment (as a percentage of GDP) rise, as well as
their exports grow rapidly. Investment (gross fixed capital formation) as a
percentage of GDP increases on average in our sample from 20% at the time of
downgrade to 23% by the time a country is upgraded again. Exports as a
percentage of GDP increases on average in our sample from 4% at the time of
downgrade to 8% by the time a country is upgraded again. South African
investment is low at 19.6% and current export growth zero.
14. Manufacturing plays an important role in growing an economy. South Africa’s
manufacturing value added as a share of GDP was exceptionally low at 13%
compared with a 19% average when countries were upgraded. Worryingly,
manufacturing output (as a share of GDP) contracted sharply in the final two
quarters of 2016.
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15. The cross country comparison shows that countries that, on average, had higher
debt-to-GDP ratios, lower growth, lower levels of investment, and lower export
growth rates at the time of downgrade take longer to regain investment grade
ratings. South Africa’s debt-to-GDP levels are not comparatively high but it’s
levels of growth, investment, and exports are low.

Case studies: Slovenia and India
16. The report offers two detailed case studies – Slovenia and India – both of which
lost and then regained their investment grade ratings. These case studies confirm
and deepen our findings in the cross-country analysis.
17. In both countries it was growth and policy credibility, not harsh austerity, that
was most important in regaining market confidence and investment grade ratings.
In Slovenia, debt-to-GDP levels actually rose between downgrade and upgrade.
18. In Slovenia, gradual fiscal consolidation proved effective together with a
resolution to its banking crisis and adopting measures to restructure its SOEs.
Crucially, export-led manufacturing growth, supported by domestic and EU
industrial policy and investment spending, helped Slovenia’s economy take
advantage of improved regional growth conditions and make it less reliant than
other emerging markets on commodity prices. Policies that expanded domestic
demand also supported domestic growth. Increases to Slovenia’s minimum wage
proved beneficial in supporting domestic demand and productivity growth and
fostering an environment of compromise on the policy mix of reforms
implemented in Slovenia. Stakeholder agreement and comprises were important
in creating momentum and confidence to reforms in Slovenia.
19. In India, economic growth was critical in keeping India’s relative debt levels in
check. A commitment to fiscal consolidation helped to restore credibility but in
practice this proved difficult – the fiscal deficit was reduced but remained at a
high level. India’s debt sustainability benefitted from a large pool of domestic
savings and debt restructuring measures. Industrial policy and a buoyant global
economic environment played important roles in supporting economic growth,
as did strong foreign direct investment (FDI) contributing towards high levels of
investment.

Summary of recommendations
20. Policy responses in South Africa must focus on stimulating economic growth and
restoring policy credibility. The budget deficit and debt levels must be kept in
check but rapid and severe reductions are not warranted. Policy credibility can be
achieved through stabilising the political environment, reaffirming fiscal targets,
and dealing decisively with the crisis in state owned enterprises. Industrial policy
must be implemented and bolstered so as to spur high levels of investment and
greater export growth. Industrial diversification is important, with manufacturing
playing a critical role. Domestic savings must be mobilised and policies that
increase domestic spending and demand supported.
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1 Introduction
This report is written for the Clothing, Textiles, Footwear and Leather (CTFL)
Stakeholder Initiative. It follows the downgrading, by various rating agencies during
2017, of South Africa’s foreign currency debt. The report provides stakeholders in South
Africa with an international comparative study of countries that have undergone
sovereign debt downgrades to draw lessons for South Africa.
It is a complex task to use historical and comparative evidence from different countries,
at different times, to offer guidance for the present. General guiding principles from
which South Africa can draw is easier to extract than specific policy recommendations.
Specific policy recommendations have to take into account the characteristics of South
Africa’s economy, its present situation, and the global economic climate. We must,
however, make an effort to learn from experiences elsewhere as best we can; this is the
objective of this report.
The report begins in Section 2 by looking briefly at the details of South Africa’s
sovereign debt downgrade. This is complemented by further details in Appendices A and
B on what a credit rating is and the exact details of South Africa’s credit rating across
different types of debt, issuers, and credit rating agencies. Section 3 briefly explores why
credit ratings matter. Two different types of historical comparisons follow in Sections 4
and 5. In Section 4, we compare South Africa to 10 ‘regainers’, defined as countries who
recently lost their (local currency) investment grade status, after being downgraded to
junk status, only to regain it again (being upgraded to investment grade status). In Section
5 we use more detailed historical case studies of Slovenia and India to analyse how, as
two notable ‘regainers’, they managed to regain their local currency investment grade
status. We conclude, in Section 6, with a summary of recommendations based on the
preceding historical comparative studies and the particularities of South Africa’s
situation.

2 South Africa's sovereign debt downgrade
This section provides a brief recap of South Africa’s rating downgrades in 2017.

2.1 What happened?
A detailed summary of the rating downgrades given by Moody’s, Standard and Poor
(S&P), and Fitch on South African debt, as well as the accompanying stated reasons, can
be found in Appendix B. We highlight the following:
•

There is no consensus among the rating agencies as to the exact
creditworthiness of South Africa’s debt. Some agencies have South Africa’s
debt ‘issuers’ (i.e. the institutions who issue debt) on a negative outlook, others
stable; some agencies give different ratings for South Africa’s foreign currency
issued debt vs. South Africa’s local currency denominated debt, and so on. In
other words, there is no consensus as to how severe South Africa’s economic
problems are. This means that there is substantial room for South Africa to
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quantify in financial terms the extent of its problems and convincingly
communicate this to the rating agencies and other key economic actors, once it
has decided on a clear course of action for how it will deal with key debt-related
issues. Such an analysis must also include ‘indirect’ debt to which the state is
exposed, such as contingent liabilities from its state owned enterprise (i.e. debts
the state would be responsible for in the event of the SOEs not being able to
make repayment).
South Africa’s local currency debt is not considered ‘junk’ by two out of
the three major rating agencies. Countries issue their debt (borrow money) in
both local and foreign currency, that is some of South Africa’s debt is
denominated in dollars and some in rands. 90% of South Africa’s debt is in local
currency (rands). This is important because this debt was only downgraded to
junk status (i.e. non-investment grade debt) by one rating agency: Fitch. S&P and
Moody’s (only) downgraded it to the lowest (i.e. worst) level of investment grade
debt. This places South Africa less at risk of being excluded from local currency
emerging market bond indexes (discussed further below). This is important since
policies need to take into account the views of the rating agencies just as much as
the rules and role of these index funds. The two are heavily intertwined for
emerging markets.
•

Two out of three agencies downgraded South Africa’s foreign currency
issued debt to junk status. Only Moody’s has not downgraded South Africa’s
foreign currency issued debt to junk status. Both S&P and Fitch downgraded
South Africa’s foreign currency issued debt to non-investment grade status. This
places South Africa at risk of being excluded from foreign currency emerging
market bond indexes.

•

No agency lowered their ratings of South Africa’s debt by more than a
single notch now or recently, indicating a gradual decline in creditworthiness,
even if the downgrade was triggered by the removal of Pravin Gordhan as
Minister of Finance.

•

All three rating agencies broadly highlight the same underlying causes of
their rating downgrades or concerns, though important differences in
emphasis remain: 1) A corrupt and unfocused political process: the weakening of
South Africa’s institutional and policy framework; 2) Reduced growth prospects;
and 3) The continued erosion of ‘fiscal strength’, i.e. how much debt the South
African government is running-up (relative to its GDP),1 owing to an increase in
public debt and an increase in contingent liabilities from SOEs, due to factors
caused largely by the first two points.

2.2 What caused this?
Global conditions were central to South Africa’s downgrade and are important to
consider closely. Changing domestic political conditions triggered South Africa’s
Throughout the “debt-to-GDP ratio” is used. This refers to the amount of debt held in a given year
relative to the country’s gross domestic product (the value of its aggregate output) in that year. This is the
most common way that total debt stocks (the total amount of debt) are measured.
1
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downgrades, yet these events may not have led to a downgrade if South Africa’s debt
levels were not rising as quickly as they were. Debt levels, in turn, would not have risen
so quickly if domestic growth did not slow so noticeably. Slow growth was driven by
depressed global economic conditions, and most importantly for South Africa, low
commodity prices from which South Africa derives a large portion of its export revenue.
Given the depressed international environment, South Africa’s downgrade was not
unique. 2016 saw a record number of downgrades for the rating agency Fitch, due largely
to falling commodity prices and a stronger dollar, it noted (Moore, 2016; McCormack
2016). Fitch, Moody’s and S&P took a record 1,971 negative rating actions on emergingmarket sovereign and government-related entities in 2016 (Langner, 2016). Most of the
downgrades and negative outlooks were in emerging markets in 2016, in contrast to 2011
where mass downgrades took place in advanced economies mostly.

3 Why credit ratings matter
In the first instance, rating downgrades are a problem because they can raise the cost of
borrowing for the South African government and in turn for South African banks, firms
and consumers. This will make South Africa poorer as a country, because it makes
investing less profitable/more expensive for firms, and everything more expensive for
consumers, leading to less spending by governments and consumers on non-debt related
expenses.

3.1 State level impact
Like in most countries South Africa borrows each year to fund its government
spending. Borrowing by governments can be very important, especially when the funds
are used to stimulate investment and economic activity, which in turn can generate
greater tax receipts and grow the economy. But paying interest (debt service costs) also
eats into the national budget.
At the start of 2017, the government estimated it needed R243.4 billion to meet its
spending requirements (including debt repayments). The government has an estimated
outstanding (gross) debt of R2 238 billion (i.e. it owns creditors over two trillion rands)
in 2016/17. It is estimated that in 2016/17 the government would need to spend R146
billion on servicing its debt which is 3.3% of GDP and 11.2% of all monies spent; it is
estimated that this will rise (even without rating downgrades) to 3.6% of GDP by
2019/20. In addition, the government offers guarantees on behalf of borrowers, i.e. it
commits to take responsibility for another entities’ loans in the event of default. This is
most common for state owned enterprises (SOEs) and other public institutions (like the
South African Reserve Bank) but also occurs in the case of independent power
producers; total guarantees amount, in 2016/17, to R477.7 billion.
The rating downgrade has the potential to make the interest paid on future debt
more expensive, and hence raise the cost of total debt and borrowing each year.
As the government will be borrowing each year for the foreseeable future, this can place
a burden on state resources and reduce other forms of expenditure.
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3.2 The importance of foreign investors
Foreign investors play an important role in South African debt markets and rating
agency decisions may influence their behaviour. Although South African debt is
mainly in rands, a large share of this (about 36%, or R623 billion, up from 22% in 2010)
is held by foreign investors (Joffe, 2017).2
Downgrades place a country at risk of being excluded from global bond indices.
A major part in the growth of foreign ownership of South African bonds has been
through international institutional investing linked to emerging market bond indices.3
These indices are put together by private companies and measure returns on government
debt from emerging markets across the world. Some investment by global pension
savings, insurance funds, sovereign wealth funds, and other monies, amounting to
trillions of US dollars, ‘track’ these indices, i.e. they invest in a manner to ensure their
returns match those of the index. This is done by investing in the same assets contained
within the index. Inclusion in this index, therefore, guarantees those countries billions of
US dollar investment flows. For example, the funds tracking just one of these indices,
accounts for just over one fifth of non-resident bond holdings (Brand & Wallace, 2017).
These indices have rules relating to what type of debt, and from what countries, can be
included based on the quality of that credit and other requirements (see Appendix C). In
general those rules require an investment-grade rating from at least one or two of the
rating agencies (depending on the index), different indexes focus on different types of
ratings (ibid).
South Africa is not yet at risk of exclusion from these funds but further downgrades
could jeopardise this. JPMorgan analysts estimated that up to $2.4bn of South Africa’s
foreign bonds could be sold off by current investors if they are excluded from global
indices. In addition, investors could sell – though not all at once – a further $6bn to
$8.5bn if South Africa’s rand denominated debt is also downgraded to junk status
(Cotterill, 2015).
Downgrades also affect general foreign investor sentiment, which, irrespective of
inclusion of exclusion from bond indices, could decrease the demand for South African
government debt.
The South African Reserve Bank might be tempted to raise interests in order to maintain
the attractiveness of South African debt but this would likely be a mistake as it will raise
the cost of domestic credit and very likely dampen domestic spending and investment
and hence growth (for more on this see Kantor, 2017).

3.3 Firm level impact

They are particularly large holders of fixed rate bonds, as opposed to, for example, inflation-linked bonds
(Republic of South Africa, 2017).
3 A bond index, or bond market index, is a method of measuring the value of a section of the bond market.
It is computed from the prices of selected bonds (typically a weighted average). It is a tool used by
investors and financial managers to describe the market, and to compare the return on specific
investments.
2
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The risk of a government failing to repay its debt (‘sovereign default risk’) is a
crucial determinant of private sector access to capital, be it external debt (loans and
bond issuances) or equity (share) issuances (Das, Papaioannou, & Trebesch, 2009). In an
IMF report for the period 1993-2007, the authors found that higher sovereign bond
spreads (the differential between local currency and ‘risk-free bond yields’ – usually the
interest rate on US Treasury securities) and lower sovereign credit ratings have a strong
negative effect on corporate access to capital, in particular, the volume of corporate
external borrowing. Periods of higher sovereign risk are also associated with a
considerable drop in external debt issuances by major firms in emerging-market
countries (IMF, 2012; Almeida, Cunha, Ferreira, & Restrepo, 2014).
In South Africa more than two thirds of investment is financed using internal revenues,
while 26% of investment is financed using bank credit (World Bank, 2007). A rating
downgrade might reduce firm expenditures by impacting both of these financing
channels. For the second, the downgrade may raise the cost of bank credit as it becomes
more expensive for banks to borrow money, and as the quality of their assets declines
(since banks hold government bonds). For the first, it is possible that if domestic
demand is depressed due to rising prices (itself caused by borrowing being more
expensive) then the internal revenues of firms may dwindle. South African firms do
however have huge reserves of internal funds.
Firms can also raise money by issuing their own bonds (distinct from borrowing from a
bank). However, in South Africa private non-bank firms account for very little issuance
in the primary bond market – although more recent data is needed (South African
Reserve Bank, 2017). However, large firms with costly capital expenditure, such as in
mining, may need to access the domestic corporate bond market to raise debt. Rating
downgrades may impact the price they pay to issue debt (borrow money).
A 2005 IMF study on South Africa, admittedly done when South Africa’s corporate
bond market was smaller, highlighted that sovereign risk appears to be the single most
important determinant of corporate credit spreads in South Africa, across all firms (Peter
& Grandes, 2005). The study found that macroeconomic policies oriented toward
reducing sovereign default risk, and hence improving a government’s credit rating, can
result in a significant reduction in the cost of debt capital for corporate borrowers, which
in turn can stimulate investment and economic growth. This applied less to multinational
companies (particularly industrial companies) who can borrow in international markets
and whose credit worthiness is determined by the totality of their business operations
and assets.

3.4 Households
If the cost of borrowing rises for banks then they may pass that extra cost onto
consumers. This could result in increasing general interest rates in the economy including
interest paid on home loans, credit cards, store credit, etc.

3.5 Some mitigating factors
Recently, debt ratings have come to matter less due to ‘expansionary’ global
monetary policy – that is, the creation of money (‘quantitative easing’) by leading
central banks (like the Federal Reserve Bank in the US) and the subsequent flow
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of trillions of dollars into the global financial markets, leading to a ‘hunt’ for good
returns by financial investors. This has allowed for ‘artificially low’ borrowing costs for
governments in general. This has meant a divergence between borrowing costs and the
ratings applies by rating agencies, that is, negative ratings have not had as strong an
impact on borrowing costs as previously (Moore, 2016). Argentina, for example, issued a
100-year bond in 2017 at an effective yield of 8%, despite having defaulted five times in
the last 100 years. Argentina’s debt is rated as highly speculative by all three rating
agencies. Ivory Coast sold 16-year bonds with a 6.25% yield in 2017. Italy, with a debtto-GDP ratio of more than 130%, a stagnant economy and a weak government, has 10year debt trading at below 2%. Illinois was just downgraded to one notch above junk by
S&P – the lowest rate given to an American state – yet its 10-year bond barely moved
that same month, trading at a yield of 4.4% (Tett, 2017). This shows that global changes
in the demand and supply for different types of assets is an overriding factor in
determining borrowing costs on debt. Low inflation is also an important consideration in
these bonds remaining attractive. If this and expansionary monetary policy ends then
South Africa’s breathing room will be greatly diminish.
The impact may also be somewhat reduced/mitigated by the fact that less than
one-tenth (around R220 billion) of the government’s debt stock is denominated in
foreign currency (the type of debt that was downgraded). Falls in the exchange rate,
which might result from South Africa’s assets being less creditworthy, may also soften
the blow as it will be cheaper for foreign investors to buy South African assets.
Moreover, South Africa’s bonds have a long average maturity of 14.7 year (that is,
the government must only repay the loan after, on average, 14.7 years) (Fitch Ratings,
2017). This means that the amount of new debt which South Africa will need to issue in
the short to medium term is manageable. About 10% of South Africa’s debt ($18.3bn)
will be ‘maturing’ in 2017, that is South Africa must repay this amount in 2017 (Allen &
Cotterill, 2017).
It is important to note first that the immediate impact of the downgrade may be
minimal and instead merely be the stamp on the envelope, which was already
sealed and about to be mailed. This is the case if investors had been expecting it for
some time and/or investors had ‘priced in’ (that is, taken account of) the expected risk of
the downgrade for some time (regardless of the rating given at the time). Investors are
constantly using all available information to re-price assets and risk, while rating agencies
only release updates quarterly. As a result most of the change in pricing will happen in
the build-up to the re-rating (not withstanding large one-time shocks), assuming that
investors and rating agencies are in agreement (and if they are not then the re-rating may
have no impact). In July 2016, the IMF noted exactly this, showing that before South
Africa’s partial downgrade to BB+ by S&P the 5-year credit default swap (CDS) spreads
were already trading in line with BB+ rated EMs, such as Turkey, Brazil and Russia
(IMF, 2016).
Commonly, the spreads (cost of borrowing) for ‘fallen angels’ – bonds downgraded from
investment grade ratings to ‘junk’ bond status – widens (increases) in the months leading
up to the downgrades (Odier, 2015).
In general the impact of rating downgrades on economic variables (such as, GDP
growth) takes longer than its impact on financial markets (Papendorp & Packirisamy,
2016).
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4 Comparing South Africa to ‘regainers’
In this section we compare South Africa to recent ‘regainers’, defined as countries who
recently have lost their (local currency) investment grade status, after being downgraded
to junk status, only to regain it again (being upgraded to investment grade status). We
focus on local currency status as most of South Africa’s debt is denominated in local
currency units. This follows the recent trend of emerging markets more generally being
able to issue debt in local currency. As a result most foreign investors, holding local
currency denominated debt, care about the rating given to their financial asset, rather
than to the foreign currency denominated debt, which is subject to additional and
different risks (in particular foreign exchange risk). Table 1 shows the sample of 11
countries (10 regainers plus South Africa).4
Table 1. Table of 10 recent ‘regainers’ and South Africa

Country
Indonesia
Peru
India
Uruguay
Philippines
Colombia
Ireland
Hungary
Romania
Slovenia
South Africa

Date 1
Mar, 1998
Apr, 2001
Nov, 2001
Jul, 2002
Jun, 2003
Jun, 2008
Jul, 2011
Nov, 2011
Nov, 2011
Apr, 2013
Apr, 2017

Date 2
Dec, 2011
Aug, 2006
Aug, 2006
Jul, 2011
Aug, 2009
May, 2011
Jan, 2014
Sep, 2016
May, 2014
Jan, 2015
NA

Note: Date 1 is the earliest date of losing local-currency investment grade status; Date 2 is the earliest date
of regaining local-currency investment grade status.
Source: http://countryeconomy.com/ratings/

Half of the countries in Table 1 (‘the sample’5) got downgraded around the 2007/8
global financial crisis while the other half got downgraded around 2000. The time of
upgrade varies greatly, between 2006 (Peru and India) and 2016 (Hungary)
Four out of ten countries in our sample – Slovenia, Romania, and Hungary and Ireland –
are members of the European Union (EU). This will have a definite impact (and bias) on
our findings, as the EU and its institutions and policies provide an enormous anchor of
credibility and these countries have similar characteristics to each other. As a group they

All regainers since 1997 are included in the table except South Korea, Malaysia, Thailand and other
countries who had lost their investment grade during the 1997 East Asian financial crisis. We include only
one country from this group, Indonesia (as it took the longest time to regain its investment grade status).
We exclude the other Asian countries as we want to focus on local currency debt and only recently have
emerging markets issued most of their debt to global investors in their own currency.
5 We do not have data for the complete sample for every indicator so the sample used changes from graph
to graph (and within indicator), with the exact countries used being labelled each time.
4
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all had low inflation, high manufacturing value added, high export growth and moderate
economic growth (less than 5%) at the time of being upgraded.
Looking at how long it takes regainers to regain their investment grade status, the ‘mode’
(i.e. most common number) is 3 years (four countries) followed by 5 years (three
countries). The longest is 9 years (Indonesia) and the shortest is 2 years (Slovenia). The
only other number is 6 years, for the Philippines. The average is approximately 4.5 years.

4.1 Findings
•

The analysis below finds that the influence of debt levels (or ‘debt
sustainable’) on rating downgrades varies depending on the characteristics
of the country in question. There is no rigid debt-to-GDP ratio above or below
which a country gets downgraded or upgraded. ‘Debt sustainability’ takes a longterm projection about a country’s ability to repay back debt. As a result a number
of short-term indicators which reflect a government’s ability to enact reforms
(such as the fiscal deficit) and generate growth (raising exports) appear to be
more decisive in getting a country upgraded again.

•

The two key ingredients to recovering investment grade status in the
sample were measures which advance economic growth and
competitiveness, and measures which restore credibility to the
government. The latter must prove to the market that it is capable of changing
the long-term direction of its debt, even if it had not yet materially brought down
debt levels.

•

Countries who recover their investment grade do so by increasing their
rates of growth. Growth enhancing measures are therefore vital. GDP growth
rises, on average in our sample, from 0% at the time of downgrade to 4% by the
time a country is upgraded again. This seems the central measure to bring down
debt-to-GDP ratios, since if GDP grows more quickly than debt, then the debtto-GDP ratio will shrink. In this regard, most countries that were upgraded saw
their levels of investment (as a percentage of GDP) rise, as well as their exports
grow rapidly. Investment (gross fixed capital formation) as a percentage of GDP
increases on average in our sample from 20% at the time of downgrade to 23%
by the time a country is upgraded again. Exports as a percentage of GDP
increases on average in our sample from 4% at the time of downgrade to 8% by
the time a country is upgraded again.

•

Fiscal discipline also matters. The fiscal deficit (the amount a country borrows
each year) falls on average in our sample from -5% at the time of downgrade to 2% by the time a country is upgraded again. This is an important ‘signalling
device’, that is, a way of showing you are serious about reducing debt. However,
only one country Peru was running a fiscal surplus (the government saving,
instead of borrowing, money each year) at the time of upgrade.

•

Similarly, reducing the level of inflation serves a similar purpose, which
most countries in our sample achieve by the time they get upgraded.
Inflation falls on average in our sample from 4% at the time of downgrade to 3%
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by the time a country is upgraded again. Though this is heavily influenced by a
single outlier.
•

Debt-to-GDP levels, which reflect the accumulating stock of debt relative
to the value of output of final goods and services produced within a
country, do not actually need to decline by much when a country is
upgraded. Debt to GDP falls on average in our sample from 68% at the time of
downgrade to 58% by the time a country is upgraded again. Yet half the
countries in our sample see this ratio rise by the time they get upgraded.

We divide our sample into two groups, those who regained their investment grade
slowly (Philippines, Uruguay, Indonesia who all took longer than 6 years) and the rest of
our sample who regained their investment grade relatively quickly (5 or less years). In
general South Africa has similar economic growth characteristics to the slow regainers
but similar debt metrics as the fast regainers. This highlights how South Africa needs to
focus on policies that raise its rates of growth, investment, and exports, among other
metrics, while still restoring the fiscal credibility of government.

4.2 Growth
A country may get downgraded even though they have high rates of GDP growth,
yet to get upgraded again a country will need an even higher rate of GDP growth
in general (Figure 1). South Africa’s rate of growth at the time of downgrade, at -0.7%,
was far below the rate needed to raise its chances of being upgraded. Our sample shows
considerable variation, even though the average growth rate at the time of downgrade is
around 0% due to Uruguay and Indonesia. Countries may be downgraded even while
having high rates of growth. In order to get upgraded, however, a country usually needs a
growth rate of around 5% (the average in the sample is above 4%). This also highlights
how growth-enhancing measures may be easier to enact in the short-term than
restructuring fiscal spending and receipts at all levels of government.
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Figure 1. GDP percentage grow th, at tim e D (w hen the country got
dow ngraded) and tim e U (w hen the country got upgraded)
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Data source: See Appendix D.
Note: Mean values are shown in orange circles. ‘Downgrade’ shows the annual value of the variable on the
date at which that country’s local-currency debt was downgraded to ‘junk’ status from investment status.
Similarly, ‘Upgrade’ shows the annual value of the variable on the date at which that country’s local
currency debt was upgraded back to investment grade status. Value for South Africa is Q1 2017 annualized
figure.
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4.3 Fiscal deficit (yearly government borrowing) and
debt service costs
High growth by itself is never sufficient for a country in our sample to get their
debt upgraded. Countries have to maintain a level of fiscal and institutional
discipline in order to signal to rating agencies that they have the capacity to
service their debt over the long-term. This is reflected in every country in our sample
(for which we had data on) bringing their fiscal deficit to around -2-3% by the time they
got upgraded, substantially less than the downgrade average of -5% (Figure 2). South
Africa’s fiscal deficit while not high, at -4.2% at the time of downgrade, is still higher
than usual to receive an upgrade. A reducing fiscal deficit signals that a country is
disciplining its spending relative to its receipts.
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Figure 2. Fiscal deficit percentage of GDP, at tim e D (w hen the
country got dow ngraded) and tim e U (w hen the country got
upgraded)
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Data source: See Appendix D.
Note: see above. Value for South Africa is Q1 2017 annualized figure.

If borrowing falls then a country’s debt service costs (the sum of interest payments and
repayment of principal) will also fall (measured relative to GDP as in Figure 3 below).
The average debt service cost when downgraded was 8% whereas it was 4% when
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upgraded. South Africa’s debt-service-to-GDP ratio, at 3.3% is at similar levels to a
number of other countries in the sample when they got downgraded but also below the
average level when they got upgraded (a positive factor).
Figure 3. Debt service as a percentage o f GDP, at tim e D (w hen the
country got dow ngraded) and tim e U (w hen the country got
upgraded)
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Note: See above. Value for South Africa is projection from Treasury 2017 February budget review. See:
http://www.treasury.gov.za/documents/national%20budget/2017/review/FullBR.pdf

4.4 Inflation
Another manner in which a country is able to signal its improved credibility and
capacity for government to enact effective measures towards reducing debt over
the long term, is by moderately bringing down inflation.
Inflation falls on average in our sample from 4% at the time of downgrade to 3% by the
time a country is upgraded again. Though this is influenced by a single outlier. Almost all
countries in our sample countries had a marginally lower rate of inflation when they got
upgraded again (Figure 4). This may also reflect, or help drive, stronger economic
fundamentals, such as stronger economic growth. But in most instances the change in
the rate of inflation was moderate. This indicates that its value may be more as a
signalling device of a government being able to enact effective policy measures. South
Africa’s inflation rate of 5.3% is above most countries in our sample at the time they got
downgraded and above the inflation rate at which most countries in our sample got
upgraded, except for India and Uruguay.
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Figure 4. Inflation (% ), at tim e D (w hen the country got
dow ngraded) and tim e U (w hen the country got upgraded)
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Data source: See Appendix D. Inflation is defined using the consumer price index (CPI).
Note: See above. Value for South Africa is Q1 2017 annualized figure.

4.5 Debt levels
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Debt levels are most commonly measured as the ratio of government debt to GDP, the
debt-to-GDP ratio. This ratio can increase either because of low growth or rising debt.
Debt-to-GDP ratios are, on average, lower when countries are upgraded,
compared with when they are downgraded, although the difference is small. Debt
as a percentage of GDP declines from 68% on average in our sample at the time of
downgrade, to 58% on average at the time of being upgraded (Figure 5). There is,
however, considerable variation in the sample. This variation persists even at the upgrade
stage. In fact, half the countries in the sample (5 out of 10) had higher rates of debt to
GDP at the time they were upgraded compared to their relative debt level at the time of
their downgrade.
Crucially therefore, debt levels clearly do not fully capture the health of an
economy, and in particular the ability for an economy to pay off their debt over
the long term. Extreme measures to rapidly reduce debt levels should therefore be
avoided. Other measures mentioned above and below – to increase growth and restore
credibility – therefore essential.
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Figure 5. Debt as a percentage of GDP, at tim e D (w hen the
country got dow ngraded) and tim e U (w hen the country got
upgraded)
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Data source: See Appendix D.
Note: See above. Value for South Africa is Q1 2017 annualized figure, at 53.3%.

At 53.3% at the time of being downgraded, South Africa’s debt is not particularly high
relative to our sample, although it was slightly above the 'BB' category median of 51%,
the category assigned to it by Fitch (Reuters, 2017). What appears of greater concern to
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rating agencies is that South Africa’s relative debt levels (i.e. debt relative to GDP) are
consistently increasing – doubling in the last several years – and that the government will
not be able to contain this in the future.

4.6 Investment
The underlying health of an economy might be better reflected in changes in its
investment rate, and increasingly this investment rate appears to be an important
factor in being upgraded. The investment rate is the driver of economic activity and
growth, expanding both supply capacity and increasing demand. Investment is the
channel through which new technologies are increased in production, thereby raising
productivity levels and the potential to raise competitiveness and provide for better jobs.
In general investment as a percentage of GDP increases on average from 20% to 22%
between upgrade and downgrade in our sample (Figure 6).
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Figure 6. Investm ent as a percentage of GDP, at tim e D (w hen the
country got dow ngraded) and tim e U (w hen the country got
upgraded)
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Data source: See Appendix D.
Note: See above. Value for South Africa is 2016 annual figure.

In South Africa in 2016, gross fixed capital formation (a measure of investment)
contracted in South Africa in 2016 by -3.9%, despite government capital outlays being
mildly ‘counter-cyclical’ (i.e. going against the grain by increasing spending to offset
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declines in spending) (SARB, 2017). This was driven by contractions in private sector
investment. Worryingly, is South Africa’s general low levels of investment over the last
two decades. Total investment (gross fixed capital formation) averaged at only 16.5% of
GDP between 1994 and 2003, well below emerging market peers, rising to an average of
20% between 2004 and 2016, still less than high growth countries. Private sector
investment has been particularly sluggish, with the increase driven by public investment
and private sector participation in publically funded mega-projects, such as the World
Cup stadia, many of which are not productive investments. Room exists for more
countercyclical government investment expenditure, compared with current level
countercyclicality (SARB, 2017, p.13), as well as measures to encourage greater private
investment.

4.7 Manufacturing
As the case study of Slovenia shows later, without a strong economic base to drive
exports, short-term economic recovery becomes much more difficult. Our sample
shows considerable variation in the level of manufacturing value added in GDP (Figure
7). In countries like India, Slovenia and Peru improved industrial development occurred
in tandem with their investment grade recovery levels, as they all experience a notable
rise in the share of manufacturing in GDP, while for countries like Indonesia, Columbia
and Ireland this was not the case, they all experience a relative decline of manufacturing
in GDP (Figure 7). The sample is almost evenly split between those countries that had
lower manufacturing value added levels as a percentage of GDP by the time of their
upgrade compared with their downgrade and those that had higher levels.
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Figure 7. M anufacturing value added as a percentage of GDP, at
tim e D (w hen the country got dow ngraded) and tim e U (w hen the
country got upgraded)
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Data source: See Appendix D.
Note: See above. Value for South Africa is 2016 annual figure.

While, the South African economy’s main short-term weakness (since 2011 and
weakening further from 2015) is the primary sector the low level of manufacturing
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value added is cause for concern.6 As seen above, the manufacturing value added is
not necessarily a strong independent determinant in downgrades or upgrades. However,
manufacturing does have a strong influence on growth in general. Worryingly,
manufacturing contracted sharply in the final two quarters of 2016 by -3.1% and -3.3%,
with South African manufacturing value added as a share of GDP at 13%, well below the
downgrade and upgrade averages. The SARB (ibid, p. 6) notes:
“Production declines were fairly broad-based, but most pronounced in the
subsectors supplying food and beverages; textiles, clothing and footwear; wood
products; petroleum products; glass and non-metallic mineral products; motor
vehicles and other transport equipment; and furniture.
Continuing (p. 7):
“production activity in the manufacturing sector continued to be restrained by,
among other factors, the protracted decline in agricultural output, the contraction
in mining output, higher electricity prices feeding into production costs,
persistent low business confidence, local infrastructure constraints, and sluggish
domestic demand.”
Furthermore (p. 20):
“Manufacturers noted that the general political climate and insufficient domestic
demand remained the most constraining factors in the fourth quarter of 2016.
However, manufacturers benefitted somewhat from a slight appreciation in the
exchange rate of the rand as the average purchasing price of raw materials
decreased.”
Ultimately, South Africa’s industrial structure has not evolved sufficiently over the past
four decades to compensate for declines in its gold production.
Industrial diversification and manufacturing competiveness – which evidence
shows is driven by high rates of investment and creating an innovative
environment – is another key factor in preventing emerging markets
accumulating large debts and enabling them to repay them. The wave of debt
which swept over the ‘third world’ in Africa and Latin America especially, after the last
commodity cycle ended in the 1970s, bares witness to this important point. A host of
evidence points to the fact that emerging markets who default are commonly commodity
export oriented economies (IMF, 2012; Lazard, 2016). Economic diversification can,
therefore, help a country reduce default risk and improve its credit rating. Economic
diversification diversifies risks to the economy as a whole by making it less vulnerable to
single external shocks, usually in the form a declining commodity price.

The main short-term weakness in South Africa’s economy since 2011, and which has weakened
significantly since 2015, is the primary sector. The most persistent drag on South Africa’s economy in the
past two years has been agriculture, which contracted in 2015 and 2016 severely (-6.1 and -7.8%
respectively). On the back of drought, the level of production in the agricultural sector was 7.8% lower in
2016 than in 2015. In contrast the mining sector expanded in 2015 in real terms, before contracting sharply
in 2016 by -4.7% (South African Reserve Bank, 2017). Africa’s mining sector also shows persistent longterm weakness. It has underperformed relative to countries with comparable mining sectors (Ndzamela,
2011; Crowley, 2017).
6

28

4.8 Exports
In general, exports offer an important avenue for expanding production,
employment, and growth, by drawing on foreign demand and increasing
economies of scale. Returning to our sample, countries who recover their investment
grade rating tend, on average, to double their growth rate in exports (Figure 8). South
Africa’s export growth was slightly negative in 2016, among the lowest in the sample.
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Figure 8. Export percentage grow th, at tim e D (w hen the country
got dow ngraded) and tim e U (w hen the country got upgraded)
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Exports – both manufacturing and services (including tourism) – offer a major
avenue for South Africa to improve its growth and generate foreign exchange to
cover foreign-currency denominated debt, thereby helping support its foreigncurrency denominated debt. Growth is picking up slowly in advanced economies and
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growth remains relatively firm in China, and especially in India and emerging Asia
(SARB, p. 35), potentially positive for South Africa’s exports. One problem is that South
Africa’s exports to emerging markets such as India and China are hardly diversified,
consisting largely of refined hard commodities (like steel), while exports to the US,
Europe and Africa are more diversified with a larger share of manufactured goods.
Policies that support export promotion and diversification are therefore worth pursing
especially at this moment. Domestic demand can play an important role in developing
product markets that can later be exported and so export-led growth should not be
pursued at the expensive, or without, domestic demand expansion.

4.9 Fast and slow ‘regainers’
Lastly, we divide our sample into two groups, those who regained their investment grade
slowly (Philippines, Uruguay and Indonesia, who all took longer than 6 years) and the
rest of our sample who regained their investment grade relatively quickly.
Being a fast regainer is important. Looking at the evidence for 1975-2014, S&P show
that a country has a 20% chance to transition, in one year, to investment grade BBB- or
better after being downgraded to junk status BB+. After 5 years, the odds have only
doubled to 41%, even though the time taken is five times longer. This highlights the
importance of recovering one’s status quickly.
In general South Africa has similar economic growth characteristics as slow
regainers but similar debt metrics to the fast regainers. This highlights how South
Africa needs to focus on policies that raise its rates of growth, investment and exports,
among other metrics, while restoring the fiscal credibility of government (although we
must acknowledge the relatively small sample size used here).
We find that:
•

The slower regainers have a much higher debt-to-GDP ratio on average when
getting downgraded (73% vs. 65%) and a much lower ratio when getting
upgraded (41% vs. 65%). This causality may run both ways: high debts ratios are
problematic to start with and then much deeper spending cuts are needed to
restore market confidence, or are implemented regardless, thereby slowing
growth and a return to sustainable debt levels. South Africa would fall into the
fast regainers with a debt-to-GDP ratio of 53.3% at time of downgrade.

•

The two groups have the same growth (around 4%) at the time of upgrade but at
the time of downgrade the slow regainers had a considerably lower rate of
growth (on average, -5% vs. 1%). On this measure, South Africa, with a growth
rate of -0.7% at time of downgrade, would fall more into the slow regainers
category with.

•

At time of upgrade the two groups had the same proportion of investment in
GDP (23%) but the slow regainers once grew of a lower base with their starting
figure at 18% compared with 21% of the fast regainers. At 19.6% at downgrade
South Africa falls in between the two averages of the two groups.
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•

At both the time of downgrade and upgrade slow regainers have much lower
export growth than fast regainers – at the time of downgrade slow regainers had
an average export growth of 1.6%, reaching 4% at time of upgrade, by contrast
the average for fast regainers moved from 5% to 9%. At roughly zero export
growth at time of downgrade South Africa falls into the slow regainer category.

These points indicate that, on average, those with higher debt-to-GDP ratios, lower
growth, lower levels of investment, and lower export growth rates at the time of
downgrade take longer to regain investment grade ratings. South Africa sits with fast
regainers regarding debt levels but with slow regainers regarding the other three
measures.

5 Case Studies: Slovenia and India
Both Slovenia and India are ‘regainers’ – they lost (at least) their local currency
investment grade status, only to regain it several years later. Both countries have notable
economic differences to South Africa, but both offer useful lessons for South Africa to
draw on, cutting to some extent through the received wisdom regarding how a country
can get upgraded again after losing its investment grade.
Slovenia saw its local currency debt undergo a series of downgrades by Moody’s from a
high level of investment grade debt in 2011 (A1), passing through downgrades to A2 and
Baa2 in 2012, to eventually reach junk status (Ba1) in 2013, before recovering back to
investment grade Baa3 in 2015. During this entire time S&P maintained at least an A
rating of Slovenia’s local currency debt (an upper-medium investment grade level). Fitch
downgraded Slovenia during this time but never to junk status (such variation is fairly
exceptional) (Minto, 2013). Subsequently Fitch upgraded its rating back to A- in 2016.
Slovenia is a remarkable success story, illustrating the impact of policy commitments,
strong institutions and the benefits of EU support and credibility, especially after the EU
eased its austerity policies.
In the space of five years India managed to recover its investment grade status (from
Fitch), albeit under favourable global economic conditions. Fitch downgraded India’s
local currency, which in 2000 was investment grade (BBB-), to junk status in 2001 (BB+),
and back to investment grade in 2006 (BBB), where it has remained unchanged for 11
years. Fitch is also, to date, the rating agency which has downgraded South Africa’s local
currency debt. S&P followed Fitch in January 2007 in upgrading India’s local currency
rating to investment grade (BBB-). Moody’s had previously upgraded Indian foreign
currency debt to investment grade in 2004 but only upgraded India’s local currency debt
to investment grade (Baa3) at the end of 2011. India is interesting in that it has made mix
progress in fiscal consolidation and credibility but has kept its debt in check and outlook
positive by achieving high levels of economic growth.

5.1 Slovenian case study
Slovenia is a formerly communist country in Eastern Europe with a population of 2
million people. It has a nominal GDP per capita of around $21,000 in 2014 (compared to
$5,800 in South Africa), yet its economy is around eight times smaller than South
Africa’s. It has low levels of inequality and fairly high levels of human development.
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Total unemployment was around 10% at its peak in 2013 and 22% for youth. Slovenia is
a remarkable economic success story, having grown dramatically over the past two
decades, driven by upgrading its exports towards more sophisticated manufactures. This
has also helped it have stronger rates of growth than South Africa since 2014, given the
South Africa’s over-dependence on commodity-based exports. As a small open
economy, the value of goods and services traded (exports plus imports) in Slovenia’s
GDP is 146%. For South Africa this was 62% in 2014 (World Bank, 2017).
Slovenia has progressed rapidly. In 1991 Slovenia became an independent country; in
2004 it entered NATO and joined the European Union (EU); and in 2007 became the
first formerly communist country to join the Eurozone (meaning it joined the European
monetary union and adopted the Euro as its currency). Yet in the build-up to the 2007/8
financial crisis, debt expanded dramatically in response to a housing and stock market
asset bubble, helping drive economic growth to 7% at its peak. This however introduced
various fragilities and in the wake of the global financial crisis, Slovenian GDP per capita
shrank by -8% in 2009, the biggest drop in the EU after the Baltic countries and Finland
(“Economy of Slovenia”, n.d.). Given its strong reliance on regional exports, the crisis in
the EU, which saw growth decline regionally, helped push Slovenia further into
recession.
Figure 9 below compares South Africa against Slovenia on three economic indicators.
The vertical red dotted line (in the Slovenia graphs) indicate the year the country’s
sovereign local-currency debt was downgraded to ‘junk’ by at least one rating agency.
The vertical blue dotted line is year of sovereign upgrade. At first glance we see that, like
South Africa, Slovenia’s debt-to-GDP ratio was steadily rising prior to downgrade but
was significantly higher at the time of both downgrade and upgrade, in fact it had risen
by the time the country returned to investment grade. GDP growth rates in Slovenia rose
between downgrade and upgrade whereas South Africa’s have gradually fallen in recent
years. Similarly manufacturing value added in Slovenia recovered post-2008 whereas it
has continually fallen in South Africa. We refer to these indicators throughout the case
study.
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Figure 9. Com paring South Africa and Slovenia 2005-2015/6: (i)
Debt to GDP (% ), (ii) GDP grow th (% ), (iii) m anufacturing valu e
added as a percentage of GDP
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5.1.1 Lessons for South Africa
•

Rapid recovery requires rapid policy changes and a supportive regional or
global policy environment. These do not however need to include dramatic
shifts in near-term government spending and income targets.

•

Far reaching short-term fiscal adjustments, i.e. austerity, proved to be
counter-productive to Slovenia’s economy recovering from the 2007/8
financial crisis and even helped advance it entering a second recession. Austerity
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measures, by slowing GDP growth, helped to raise the debt-to-GDP ratio
contributing to Moody’s downgrade of Slovenia’s debt.
•

Gradual fiscal consolidation proved to be effective in restoring government
policy credibility and winning favour with markets and ultimately rating agencies.
Establishing institutional credibility to convince market participants that debt
levels could be brought down over the long term was the key signal and
consideration in the mixture and nature of implementation of its policies. From
2013, Slovenia implemented a number of credible regional EU measures to
contain its budgetary spending in a counter-cyclical manner. This also included a
somewhat harsh ‘national fiscal discipline rules’ law (a law restricting levels of
yearly borrowing), but which was not properly implemented and monitored until
2017.

•

Total debt levels (debt-to-GDP) where not the dominant factor in
precipitating a rating upgrade although these were an important factor in
the original downgrade. This is visible in the fact that debt-to-GDP levels rose
between downgrade and upgrade. However, credible commitments were made to
reduce these levels.

•

Slovenia dealt with problematic state owned enterprises decisively yet
gradually. The route it took to diminish the state’s exposure to these liabilities
was gradual privatisation with the revenues being used to reduce government
deficits and encourage foreign direct investment (FDI).

•

Implementing policy measures which maintained Slovenia’s policy
independence helped Slovenia achieve a faster return to strong rates of
economic growth. Slovenia chose not to receive funding from the austerityfocused ‘Troika’ (the International Monetary Fund, the European Central Bank
and the European Commission) and instead took the risk of receiving additional
funds from the market through bond issuances at the peak of its potential
banking crisis.

•

A resolution to Slovenia’s banking crisis proved to be expensive but
incredibly beneficial as it reduced market uncertainty over the potential
costs and contingent liabilities which the state would face.7 In this respect
an honest, publically available, measure of the costs involved in any plan to deal
with uncertainty hanging over government debts, including contingent liabilities,
is important.

•

Export-led manufacturing growth, supported by domestic and EU
industrial policy and investment spending, helped Slovenia’s economy
take advantage of improved regional growth conditions and make it less
reliant than other emerging markets on commodity prices. As a small open
economy Slovenia is heavily reliant on exports. Slovenia’s export-led recovery
was underpinned by it exporting manufacturing goods, the prices of which are
less volatile and not generally subject to declining, or highly volatile, terms of
trade (the movement in prices of exports relative to imports). As a result of

Recall that ‘contingent liabilities’ refer to debt that the state has guaranteed. This can include private
sector bank debt.
7
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exports growth tax revenues increased as production and growth improved
(European Commission, 2016).
•

Policies which expand domestic demand can support domestic growth.
Moody’s consistently supported Slovenia balancing its economy between
domestic and foreign demand, given strong domestic wealth. Slovenia’s
minimum wage proved beneficial in supporting domestic demand and
productivity growth and fostering an environment of compromise on the policy
mix of reforms implemented in Slovenia.

•

For smaller economies, such as Slovenia and South Africa, maximizing
benefits from the global context in order to advance growth domestically is
vital. Slovenia benefited immensely from improved growth in the EU and
funding support from the EU.

•

Stakeholder agreement and comprises were important in creating
momentum and confidence to reforms in Slovenia. This was facilitated by
Slovenia’s multi-employer bargaining system and its Economic and Social
Council of Slovenia (ESSS). Reforms were not one-sided, partly due to organised
labour still having some prominence. 8 All sides comprised, all sides gained
something, and all sides were offered something. Measures included public sector
wage freezes, rises in the minimum wages, protection of social welfare spending
from budget cuts, EU investment spending and corporate subsidies, rises in VAT
and increasing recreational spending for pensioners (who comprise a large
portion of Slovenia’s population).

5.1.2 Stage 1: Slovenia’s debt downgrade April 2013
On 30 April 2013, Moody’s downgraded Slovenia’s government bond rating to Ba1
(junk) from Baa2 (investment grade), with a negative outlook.9 In contrast Moody did
not downgrade South Africa to junk status, it got downgraded to Baa3 (negative outlook)
the lowest level of investment grade, from Baa2.
Slovenia’s downgrade came after a period of sustained fiscal austerity, enforced by the
EU, and a double-dip recession starting in 2012 (a double-dip recession refers to a
recession followed by a short-lived recovery, followed by another recession). As Figure 9
above highlights, Slovenia’s debt-to-GDP increased during this period of crisis and
austerity (2008-2012) as growth, investment and exports slowed or contracted.
Previously, when Slovenia experienced high growth in the 2000s, exports rose and this
helped Slovenia accumulate official foreign exchange reserves, which partially offset the
risk to its rising debt burden (Furlan, 2015).
When its growth collapsed with the 2007/8 financial crisis, domestic demand decreased
sharply and unemployment rose (European Commission, 2016). Slovenia’s recession –
Slovenia has a relatively high percentage of employees in trade unions at 25-30%. The union structure is
fragmented, with seven separate union confederations, although one of them, ZSSS, is clearly dominant.
The main strength of these confederations is in the manufacturing industry, although this has been
declining and public sector representation increasing, as in South Africa and elsewhere in the world (see
Fulton, 2013).
9 The rating agencies differed considerably over the appropriate rating for Slovenia.
8
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one of the deepest in the euro area – continued in 2013, driven by a sharp credit crunch,
corporate distress and overly rapid fiscal consolidation (reduction in borrowing) (IMF,
2014). Slovenia’s debt-to-GDP ratio only came down in 2016 and 2017 (expected), after
it had been upgraded back to investment grade, and even then not by much (European
Commission, 2016).
The key drivers of the rating downgrade to junk status were, according to Moody’s
(2013):
1) The state of Slovenia’s banking sector. Deteriorating asset quality in the context of
weak economic prospects increased the likelihood that Slovenia would have to
provide financial assistance to the banking system in addition to the capital
injections undertaken up to that point and the more than €1 billion earmarked by
the government for further recapitalisations in 2013. Progress on implementing
the Bank Asset Management Company’s (BAMC, the ‘bad bank’) mandate had
been limited, with concern this would delay the stabilisation of the banking
system.
In reality, the fact that no one knew how much financial assistance would
ultimately be needed to bail out Slovenia’s banks weighed heavily on
investor sentiment. The actual bailout, which occurred in December 2013, was
costly, but beneficial, since it removed this uncertainty and showed that the
Slovenian government could implement needed policy reforms. In doing so the
government’s credibility was reinforced.10
2) Marked deterioration of Slovenia’s government balance sheet. Slovenia’s debt-to-GDP
ratio more than doubled between 2008-2013, rising from 22% in 2008 and
reaching 54% in 2012. Moody’s expected the debt level to stabilize at above 65%
of GDP in 2014/15 (see Figure 9 above for actual). Uncertainty surrounding the
structure of the ‘bad bank’ and recapitalisation needs of the financial system
increased the likelihood that the ratio might peak at higher levels.
3) Uncertain funding prospects. Slovenia was particularly vulnerable to market volatility
due to its undercapitalised banking system, its reliance on Eurosystem liquidity11
and the need to access Eurobond markets for funding. It was thought that
adverse funding conditions due to an external shock, such as the crisis in Cyprus,
could bring Slovenia’s cost of funding to unsustainable rates. These experiences
scared investors and it became highly uncertain what price Slovenia would pay
for any further funding needed.
4) State contingent liabilities. In addition – not mentioned by Moody’s – the structure
of the economy was such that the state had significant ownership in, and hence
exposure to, public firms. These firms were also financed by public banks,
providing the state with significant continent liabilities, and exposure to, these
firms.
Key to the banks’ debt were domestic non-financial, non-government loans and bonds of €30 billion
(84% of GDP) and domestic equity holdings worth €1 billion. Being able to issue bonds in Euros is also
remarkably helpful in minimizing its exposure to foreign-currency denominate debt. Also to its benefit, its
banking system as a percentage of GDP was 1/5 of Cyprus’s in 2012 (Garcia, 2014).
11 Liquidity provided by the European Central Bank (ECB) and central banks in countries that have
adopted the Euro. Such liquidity is limited by the rule of the Eurozone and the actions taken by the ECB.
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Slovenia’s borrowing costs actually improved considerably in the month following its
loss of investment grade status – that is, its borrowing cost over the US rate (i.e. its
‘spread’) improved (i.e. ‘tightened’). This did not coincide with a generally positive
sentiment in markets thereby making it more unusual (ibid). This points to the
importance of broader conditions. Easy (or expansionary) monetary policy (essentially
the creation of money from thin air) by leading central banks (the in the US, UK and
EU) meant more money in the hands of investors who sought higher rates of return (i.e.
‘yield’) around the world. Further, as is often the case (unless governments implement
highly contractionary economic policies after the downgrade), the negative consequences
were felt before the downgrade. More generally, it shows a divergence between investor
confidence in Slovenia and the confidence of the rating agency.

5.1.3 Stage 2: May 2013 from austerity to growth enhancing measures
The year Slovenia got downgraded, 2013, was also the year that major policy
changes in Europe, and locally, started to be implemented. The immediate and
timely response is an important reason why Slovenia was able to regain its investment
status again so quickly and restore the confidence of the rating agencies.
Leading up to this, low growth had been strangling Slovenia’s economy and
causing its relative debt levels to rise. Slovenia’s gross debt to GDP exploded to 71%
in 2013 as GDP growth continued to be negative for the second year in a row. Slovenia
was expected to see further economic contractions in 2014. At the same time, in 2013,
the austerity-imposing European Fiscal Compact, ratified by most countries, entered into
force, giving countries one year to achieve a ‘balanced budget’. The Treaty defines a
‘balanced budget’ as a general budget deficit (where spending is greater than revenue,
including from borrowing) not exceeding 3% of the gross domestic product (GDP).
However, by 2013, austerity measures in Slovenia were becoming increasingly
unpopular, and had proven counterproductive both locally and regionally. This
saw a new government elected in Slovenia in 2014.
More expansionary and counter-cyclical (i.e. spending when times are tough and
paying of debt when growth is good) fiscal policy helped jump-start Europe and
Slovenia’s recovery. At the end of May 2013 – just two months after it was downgraded
– Slovenia, among others, was given two additional years to meet budget deficit targets,
but this was still coupled with Brussels pushing for its favoured ‘structural reforms’,
including liberalising labour markets, downward welfare adjustments and continued fiscal
consolidation.12 Fiscal targets were however again eased in the second half of 2013 as
Brussels changed how the ‘structural deficit’ would be calculated, thereby considerably
softening its austerity policies (Covert, 2013).
Key policy changes were undertaken domestically. Slovenia took it upon itself to
maintain its policy independence and remove the uncertainty surrounding its potential
financial needs, especially from its ‘bad banking’ sector.
On 21 June 2013, the Council recommended that Slovenia, under Article 126(7) of the Treaty, correct its
excessive deficit by 2015 only. This involved aiming for a government deficit target of 4.9% of GDP in
2013. It was only after the correction of this headline deficit, that Slovenia needed to ensure an
improvement of the structural balance in order to reach the ‘MTO’ – of a balanced budget - by 2020,
sometime after the ‘Stability Programme’ implemented in Slovenia with the EU.
12
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Importantly, in December 2013, the new government took the decision to rescue
the big, largely state-owned, banks. Equally important is that Slovenia’s €4.8 billion
bank bailout was done using its own funds, partly through further government bond
issues (i.e. increasing its debt), and without recourse to the ‘Troika’ (the International
Monetary Fund, the European Central Bank and the European Commission) who had
been attaching potentially onerous and contractionary conditions to loans granted to
European countries. The successful bank bailout project greatly enhanced the
government’s credibility, boosted business confidence and removed uncertainty around
the potential costs associated with Slovenia’s bad banking sector. This considerably
paved the way for its return to positive growth in 2014, which was unexpected, and
towards it meeting its now more realistic budget deficit targets in 2014.
Slovenia concurrently pursued ‘incremental fiscal tightening’ (i.e. slowly trying to
spend less) to keep the markets on its side to show that it was moving in the right
direction. A range of expenditure and revenue-based measures allowed the Slovenian
government to contain the country’s 2014 (headline) fiscal deficit to 3.4% of GDP
without one-off expenditures, and 5.3% if one-offs are included.13 Despite this the debt
burden rose from 53% in 2012 to over 80% in 2014. 14 However, the government
managed to sell its gradual fiscal tightening as an ‘austerity plan’, which may have
appealed to investors, despite the plan actually marking a notable break with the past
austerity policies pursued up until its period of downgrade in 2013.
Among policies that seemed to enhance growth was the implementation of a
considerable increase in Slovenia’s minimum wage in 2010 relative to its average
wage, compared to other EU countries. 15 The European Commission was strongly
against this policy measure as it came at a time when the government was supposed to
undertaking harsh austerity measures (Stovicek, 2013). In hindsight, the European
Commission acknowledges that this policy might have provided an impetus to export
growth, as it coincided with a strong increase in labour productivity rates. Given health
issues among the population this may be particularly understandable. It was not a oneway pro-labour bet though. In 2016, the minimum wage remained as is and was allowed
to lag behind productivity growth and increases in the average wage (Government of the
Republic of Slovenia, 2016). Furthermore, the good-will for tougher, less-progressive
minded, labour reforms which this policy may have engendered, cannot be ignored.
Industrial policy played a notable role in growth enhancing measures, 16 and
supported strong export growth, domestic innovation and increases in competitiveness.
Exports helped Slovenia take advantage of improved conditions in the EU from
2013/14. Exports provided Slovenia with foreign exchange to meet foreign debt
obligations and cover external foreign-currency denominated obligations in the balance
of payments. Its strong manufacturing focus also made Slovenia less reliant on the
vagaries of commodity price movements.
Once-off expenditures cover unusual expenses, which will not be repeated in the future, such as
recapitalizing banks.
14 In Moody’s view, the government was expected to achieve its target of reducing the fiscal deficit to
below 3% of GDP and achieve a primary surplus, in line with the requirements agreed with the European
Commission. The debt burden, which rose from 53% in 2012 to over 80% in 2014, was expected by
Moody’s to peak in 2015 and decline gradually thereafter.
15 The statutory minimum wage increased from 597 to 734 euros per month and covered 5.2% of formally
employed persons.
16 For links to all related legislation see: http://www.podjetniskisklad.si/en/about-us/supportiveenvironment-for-entrepreneurship/national-strategic-documents
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In February 2013 Slovenia adopted an inter-sectoral policy document “Slovenian
Industrial Policy” (Government of the Republic of Slovenia, 2013). The purpose of the
Slovenian Industrial Policy (SIP) was to set priorities for the development of industry
and the economy for the period 2014-2020. Permanent and better-quality jobs were
important to the SIP. Focuses were on fostering and financing more advanced
technologies across various sectors to create a more productive and innovative economy.
Key sectors targeted were smart and green energy, machine building and tool making,
pharmaceuticals, automotives, chemicals, ICT, new materials, sustainable construction,
metalworking and a few others. Internationalisation was a central focus of industrial
policies with a view to: expanding market share, improving brand power and ensuring
the on-going restructuring of industry to adapt to changes in world markets. Much of the
funding for their industrial policies drew on specific EU funds. Tourism and FDI were
other important policy planks. Specific objectives were listed with indicators against
which they could be evaluated. Measures used to achieve these targets included:
education and training for the labour market; more efficient investment grants and
reimbursable funds (both state and companies) and tax incentives for the development
of key development priorities; responsible absorption of EU structural funds; and
stimulating demand for large industrial projects.
Industrial policy related reforms prior to 2013 also seemed to have helped Slovenia
recovered more quickly than expected from its double-dip recession. By 2013, Slovenia
was among the countries which had made the largest gains in the EU on various trade
facilitation measures, such as cost-to-export ratios and ease of accessing foreign markets,
both for acquiring inputs for production and for exporting their products or services
(European Commission, 2015c). In further support of a pro-growth environment,
Slovenia adopted a new FDI strategy and a smart specialisation strategy in 2015
(Government of the Republic of Slovenia, 2015), supported by the EU (European
Commission, n.d.).
During the years 2010-2015 the exports of Slovenia increased at an annualized rate of
2.3%, from $24.1 billion in 2010 to $27.4 billion in 2015. In contrast, the exports of
South Africa have decreased at an annualized rate of -0.4%, from $96 billion in 2010 to
$93.7 billion in 2015 (MIT, 2017).
A promised commitment to privatisation, although with very limited
implementation, was another measure which helped restore market confidence
considerably, given that much of Slovenia’s economy remained state-owned from its
communist past. The privatisation process, however, was approached cautiously (and has
been more drawn out and slower than anticipated) rather than a rushed ‘fire-sale’ as
expected by the rating agencies. Since the elections in mid-2014, the new government restarted the process of privatising 15 companies that were on a list drawn up in 2013
under the previous government. By the time of Moody’s January 2015 debt upgrade (see
below) only three companies from the list of 15 had been sold, with the funds raised
through the process earmarked for reducing the government’s debt stock, thereby
complementing fiscal consolidation efforts. This is an important point and stands in
contrast to how South Africa intends to use the funds from the new Mining Charter
provisions, which will go to the BEE shareholders. The privatisations also helped see an
increase in FDI into Slovenia, which was traditionally low (European Commission,
2016a).
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In general, stakeholder agreements and comprises were important in creating
momentum and confidence to reforms in Slovenia (Eurofound, 2015). This was
facilitated by Slovenia’s multi-employer bargaining system17 and its Economic and Social
Council of Slovenia (ESSS).18 Stakeholder agreement through rigorous debate and action
appear to be evident in Slovenia. Reforms were not one-sided, partly due to organised
labour still having some prominence.19 All sides comprised, all sides gained something,
and all side were offered something. Measures included public sector wage freezes, rises
in the minimum wages, protection of social welfare spending from budget cuts, EU
investment spending and corporate subsidies, rises in VAT and increasing recreational
spending for pensioners (who comprise a large portion of Slovenia’s population).
Similarly, the domestic legislative reforms were appealing since they reflected
compromise and strong institutions to outsiders. Pensions, the functioning of public
institutions and social transfers were eventually protected from cuts to get all social
partners on board. On the other hand, unions agreed to government cutting, or at least
containing, the growth in the public sector wage bill in 2013, as well as to expenditure
restructurings with local authorities, and sectoral measures in ministries’ portfolios. While
these measures would not significantly reduce the level of overall expenditure, Moody’s
noted the (symbolic) shift from current to capital expenditure would help growth over
the medium term. In accordance with this more supportive policy environment, debt
reduction targets were ‘backloaded’ such that greater burden on reducing deficits took
place in later years, rather than in early years (i.e. the present) when growth was more
fragile.
Pro-growth policies were implemented and complimented gradual fiscal
consolidation. Higher growth in Slovenia drove higher tax revenues from production
and imports and helped reduce its budget deficit, according to the European
Commission (2016). Investor confidence proved to be far more welcoming of a high
growth environment (rather than the previous batch of austerity measures), which they
Slovenia also has a National Council (Slovene: Državni svet) which is the representative of social,
economic, professional and local interest groups in Slovenia and has a legislative function working as a
corrective mechanism of the National Assembly, although it does not itself pass Acts. It may be regarded
as the upper house, but the bicameralism is distinctively incomplete. The council has 40 members: 22
representatives of local interests, six representatives of non-commercial activities, four representatives of
employers, four of employees and four representatives of farmers, crafts, trades and independent
professionals. It is not elected directly by the population, but meant to represent different interest groups
in the country. The councillors are appointed for a five-year term.
18 Notes Eurofund (2015): “ESSS has substantially contributed to the successful implementation of basic
economic and social reforms and the process of transition, as well as rapprochement with the European
Union and integration into the international economy. Moreover, it has helped with the enforcement of
social justice and social peace, which are seen as crucial for successful economic development. The ESSS’s
field of activity mainly concerns industrial relations, conditions of work, labour legislation, social rights and
employment policy; other, broader economic and social issues that concern the interests of workers and
their families; and employers’ interests and government policy. The primary function of the ESSS is
consultative, which means it takes an active part in the preparation of legislation and other documents. It
can also issue its own standpoint on different matters, such as working documents and draft documents
(such as the state budget and budget memorandum). Secondly, the ESSS has a quasi-bargaining function
(though not collective bargaining in its proper sense), which means that ‘social agreements’, pay policy
agreements and other tripartite accords are negotiated within its framework”.
19 Slovenia has a relatively high percentage of employees in trade unions at between 25-30%. The union
structure is fragmented, with seven separate union confederations, although one of them, ZSSS, is clearly
dominant. The main strength of these confederations is in manufacturing industry though this has been
declining and public sector representation increasing, like in South Africa and elsewhere in the world
(Fulton, 2013).
17
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saw provided the Slovenian government with the capacity to repay future debts more
than any short-term austerity policies could. Public expenditure as a percentage of GDP
increased sharply in Slovenia in 2013, to 60% from an average of 28% in the previous 5
years, before falling again to 49.9% in 2014, 48% in 2015, and 45.7% in 2016 (ibid).
Growth policies centred on boosting investment. These were aided by European
policy changes and European investment funds being established to support investmentspending increases (European Commission, 2015b). Slovenia benefited from these
European funds immensely (European Commission 2017, Liljeheden, 2016).
As a result of these various measures, Moody’s changed the outlook on Slovenia's Ba1
government bond rating to stable from negative on January 24, 2014. The key drivers of
the outlook according to Moody’s were (Moody’s, 2014):
•
•

•

The greater clarity over its banks’ capital needs following the asset quality review,
and the stabilisation of the banking system through recapitalisation.
As a consequence, decreased uncertainty about the sovereign’s funding prospects
and a diminished probability that the sovereign will require external financial
assistance.
And, overall, a balancing of the risks to the fiscal outlook.

Moody’s kept the junk rating though since it estimated that Slovenia’s economy would
not return to growth yet. In this regard it was wrong. In addition, it projected that credit
would remain highly constrained in the short term as the banking system underwent
restructuring, and because corporate sector leverage was already high, albeit decreasing,
relative to regional and rating peers. However, the orderly banking-sector restructuring
seemed to reduce this constraint quicker than expected. Fortunately for Slovenia – highly
dependent on net exports – the improving regional situation (in large part due to the EU
relaxing its austerity policies) helped it return to growth.

5.1.4 Stage 3: 2015 Upgrade
Less than two full years after the initial downgrade, on 23 January 2015, Slovenia was
upgraded to investment grade (Baa3), South Africa’s previous rating, from its Ba1 junk
rating, with a stable outlook. Of interest is that its debt-to-GDP ratio at the end of 2015
remained significant, at 83% of GDP. The key drivers for the rating change, according to
Moody’s were:
1) The progress in fiscal consolidation and an improved policy-making
environment, which increased the likelihood that further economic and fiscal
policy reform would be implemented.
2) The stabilisation of the banking sector, which reduced the risk of further
contingent liabilities crystallising on the government’s balance sheet.
Moody’s did not, apparently, see a rise in the debt burden in the short-term as cause for
immediate concern, given that it was taking place within the context of a more credible
policy-making environment, which would be reflected in a longer-term rebalancing of the
budget.
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The gradual nature of budget deficit reductions, aimed to be growth enhancing
and restore market confidence, had paid off (European Commission, 2015a).
Fiscal consolidation continued, but even more gradually. In 2015, Slovenia achieved
a headline deficit of 2.9% of GDP, above the target under the Excessive Debt Procedure
(EDP) but below the 3% of GDP reference value of the European Fiscal Compact. A
fiscal rule act was enacted by the Slovenian parliament in mid-2015 whereby binding
targets for state borrowing and/or expenditure (or the balance between them) were
introduced. This included a balanced budget rule, mandating that (in the medium-term)
government spending cannot exceed government income, alongside a strengthened
framework to manage public finances. The law required a two-thirds majority in
Parliament thus increasing its perceived credibility. Its implementation was to be
overseen by the Fiscal Council as an independent body, yet this body was only
established sometime in 2017, making fiscal adjustment initially an EU-driven process,
despite some domestic control of expenditure (European Commission, 2016). The
domestic legislation was more symbolic and helped appease markets.
Importantly, the ‘clarifying’ communication in 2015 by the European Commission
allowed for countries to deviate temporarily from their medium-term budgetary objective
(MTO) or adjustment path towards it under the Pact, to accommodate greater
investment spending and promotion, provided that several conditions were met.
Bulgaria, Slovakia, and Romania all benefited from this flexibility and took advantage of
it (European Commission, 2015a). Public investment spending was encouraged under
certain conditions by the Commission too. Public investment spending in Slovenia
reached an historic high in 2015 at 5% of GDP, and remained high in 2016 (European
Commission, 2016).
In 2015 and 2016 Slovenia renewed efforts to increase revenue. Planned measures
included restructuring the burden of public levies (including modernisation of the system
of taxation of immovable property and the implementation of Base Erosion and Profit
Shifting (BEPS) measures), reducing administrative burdens in order to improve the
business environment thereby indirectly increasing the base from which state revenue is
collected, and improve the effectiveness of the collection of public duties.
Key budgetary adjustments continuing into 2015 and 2016 are summarised in Figure 10.
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Figure 10. Key budgetary measures in Slovenia under the Stability Program me, 2015
and 2016

Source: EU (2016).
Note: Positive sign indicates that revenue/expenditure increased as a result of this measure.

Several other policy measures were implemented by Slovenia in 2015 and 2016
(summarise in European Commission, Table 1, Government of the Republic of Slovenia,
2016). These include:
•

Pension reform: to assess the growing pension liability as Slovenia’s population
ages. A White Paper with a set of reform options was published. Some of these
options would expand the pension contributions’ base, gradually tighten
retirement eligibility criteria, and – after a long transition – index benefits to
inflation only (IMF, 2017).

•

National Health Care Plan 2016–2025: draft legislation would expand the base
for health insurance contributions, unify the basic contribution rates for all
insured and limit the duration and amount of sick leave payments (ibid).

•

Active employment policies, especially a youth guarantee starting in 2016,
which involves progressively more serious job counselling, eventually leading to
public workers employment, training and more intensive incentives for
employers (employment subsidies, co-financed traineeship in certain sectors, and
mentoring schemes) (Republic of Slovenia, 2016). The plan was considered to be
a success and coincided with a drop in the youth unemployment rate.
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5.1.5 Postscript: Positive Outlook in 2017
On 13 June 2017 Slovenia’s investment grade Baa3 credit rating was affirmed with
a positive outlook. This rating reflected Slovenia’s economics strengths, which
Moody’s now clearly saw stemming from domestic market consumption, and
high valued-added export sector to help propel employment and foreign
exchange revenue.
This was balanced, according to Moody’s, against constraints consisting of a high
government debt burden, the relatively slow pace of structural reforms, and an ageing
population. The general government debt-to-GDP fell only modestly to 79.7% in 2016,
from a peak of 83.1% in 2015, yet this did not seem to bother Moody’s too much. It
expected the debt burden to gradually decrease as the government continued to draw
down on cash reserves, though it should remain at around 77.8% in 2017. Moody’s
expects Slovenia’s GDP growth to remain strong over the next two years: 3.3% in 2017
and 3.1% 2018. The main growth drivers will be private consumption and investment.
The Slovenian government stated goal is to eliminate the budget’s structural deficit by
2020 and maintain this level afterwards to reduce debt to 60% of GDP by 2026 (IMF,
2017).
In sum, Slovenia’s debt-to-GDP ratio was not the defining factor in achieving a rating
upgrade although a gradual reduction of the fiscal deficit was important. Credibly policy
commitments and policy certainty in dealing with public and private debt, gradually, was
crucial. In this regard, cooperation between the social partners played an important role.
An investment-led growth strategy, backed by comprehensive industrial policy, which
expanded export sectors and boosted domestic demand, including via infrastructural
spending, was critical.

5.2 India Case Study
India is the seventh-largest country by area, the second-most populous country, with
over 1.2 billion people – expected to overtake China in the coming decades – and the
most populous democracy in the world. According to the IMF, the Indian GDP in 2017
was US$2.5 trillion; it is the sixth-largest economy at market exchange rates, and, at
US$9.5 trillion, the third largest by purchasing power parity. India is one of the world’s
fastest-growing economies, averaging 5.8% GDP growth over the past two decades
(IMF, 2017a). It ranks low on per capita output though (an indicator for a country’s level
of development).
India is a federal polity of 28 state governments and seven union territories. This shaped
the nature of its debt and how it sought to deal with it. The borrowing regime is defined
by federalism, characterised by the constitutional division of powers among the three
levels of government – the central government, the states and the local bodies. The
power to raise major taxes is allocated to the central government, while major
expenditure responsibilities are assigned to states due to their proximity to local issues
and needs. While states’ own revenues constitute 37% of total revenue receipts in 2012,
their expenditures account for 55% of total government expenditure. The imbalance is
addressed through fiscal transfers from the centre to the states, though this system has
recently changed with the introduction of the general tax system (Rangarajan & Prasad,
2012).
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Until 1991, India followed protectionist policies that were influenced by socialist
economics. Widespread state intervention and regulation largely walled the economy off
from the outside world. A severe balance of payments crisis in 1991 forced the nation to
liberalise its economy and open to the outside. Since then it has slowly moved towards a
free-market system, becoming a member of the WTO on 1 January 1995. Exports and
imports amounted to 42% of India’s GDP in 2015, up from 16% in 1991 (World Bank,
2017). In the five years to 2015, India’s US$ exports have increased by 2.9% per annum,
an impressive performance, similar to Slovenia’s.
In 2001, Fitch downgraded India’s local currency rating from investment grade (BBB-) to
junk status in 2001 (BB+). By 2006, in the space of five years, India had managed to
recover its investment grade status (BBB) from Fitch, albeit under favourable global
economic conditions, where it has remained unchanged for 11 years. Fitch is also, thus
far, the rating agency to have downgraded South Africa’s local currency debt. S&P
followed Fitch in 2007. Moody’s only recently upgraded India’s local currency debt from
junk (Ba1, 2010) to investment grade (Baa3, 2011), after being rated Ba2 in 1998.

5.2.1 Lessons for South Africa:
•

Raising the rate of economic growth can be the quickest, and potentially
easiest, way to stabilize and reduce (however temporary this may be)
relative debt burden (the debt-to-GDP ratio) and improve a sovereign
rating. Fiscal consolidation (reducing levels of borrowing) was a potentially a
more challenging, long-term endeavour, for India given its federal structure,
entrenched political interests and a structural deficit (reflecting persistent
differences in government spending vs. government receipts). For South Africa
the institutional capacity at National Treasury and the Reserve Bank may make
gradual fiscal consolidation a lower ‘hanging fruit’ than legislative measures to
unlock economic growth; however, the latter cannot be sidelined.

•

Weakness in state capacity can, to an extent, be compensated for by the
efficiency of the market mechanism in unlocking growth. Although India
shows that this too required strong industrial policy to channel the market to
sectors with dynamic growth potential and positive spillovers for the rest of the
economy.

•

High economic growth by itself cannot permanently provide an economy
with investment grade credit rating. High growth can successfully appease
rating agencies, reduce the effective debt burden facing an economy and improve
long-term fiscal sustainability. However, India shows that without sustained
institutional adjustments, higher growth may only be a medium-term palliative in
improving a country’s rating. India’s bias towards running public deficits
(spending more than it earns) cannot be sustained much longer by it constantly
increasing external liberalisation.

•

Credibility is harder to attain for emerging markets. Debt levels are taken
more seriously when a country is not tied to a credible union of some sort with
more senior economic partners containing a developed institutional framework.
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India’ debt level at the time of downgrade, at 58%, was similar to South Africa’s,
yet both were far below Slovenia’s.
•

Given the forward looking nature of ratings, the institutional and
legislative process of implementing fiscal consolidation measures shows
credibility matters more than the resulting tangible short-term results in
reducing the debt-to-GDP ratio. India looked to implement fiscal
consolidation and this impressed Fitch, even though the positive results were not
necessarily primarily due to the fiscal consolidation efforts. When India got
upgraded its debt-to-GDP level was similar to when it got downgraded (perhaps
even higher), although it was on a downward trajectory.

•

High levels of domestic borrowing – including … – reduced reliance on
foreign investors to buy state debt.

•

Countries can have persistent differences in foreign currency and local
currency debt ratings. In India’s case this difference arose from a strong
external position supporting its ability to repay any foreign currency debt. While
weak internal fiscal administration issues weakened the integrity of its local
currency denominate debt.

•

Reducing financing costs through financial engineering can be as
important in reducing the total debt outstanding as measures which
reduce expenditures. India’s ‘debt swaps’ helped it to significantly reduce its
liabilities.

Figure 10 below compares South Africa against India on three economic indicators. The
vertical red dotted line (as in the Slovenia graphs) indicate the year the country’s
sovereign local-currency debt was downgraded to ‘junk’ by at least one rating agency.
The vertical blue dotted line is year of sovereign upgrade. On first glance we note that:
India’s debt-to-GDP was higher than South Africa’s at the time of downgrade (although
South Africa’s was on a steady upward trajectory); India’s GDP growth rate is
consistently higher than South Africa (although at a low point at time of downgrade and
high point at a time of upgrade); and manufacturing value added in India is above South
African levels and rose between downgrade and upgrade.
We refer to these indicators throughout the case study.
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Figure 11. Comparing South Africa and India 1997-2015/6: (i) Debt to GDP (%),
(ii) GDP growth (%), (iii) manufacturing value added as percentage of GDP.
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Note: the figures for India’s debt-to-GDP ratio are roughly 10% lower than figures cited by rating
agencies, perhaps due to the above debt being the central government debt and not taking into account the
debt held by the provinces.

5.2.2 Stage 1: 2001 Debt Downgrade
Despite strong economic growth, general government debt had risen from over 55% of
GDP in 1997/98 to around 58% by 2001, according to World Bank data (Figure 10).20
The build-up in debt took place as the dotcom bubble burst in the US. This had global
This differs to the Reserve Bank of India data, possibly due to how it is defined and calculated during
the fiscal year.
20
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ramifications and negatively impacted India. Global growth more than halved, from
4.3% in 2000 to 1.9% in 2001. Following this, growth in India, between 2001-2003,
slowed (Figure 10). The deterioration in the current account, on the back of slowing
global growth and reduced domestic competitiveness, was the driving force for declining
fiscal health. Despite this, India avoided an explosive rise in debt mainly because of high
economic growth rates relative to the interest rate paid on government debt (Rangarajan
& Prasad, 2012).
In November 2001, strong spending growth and lower economic growth led to Fitch
downgrading India’s sovereign foreign rating to BB from BB+ (i.e. a within junk status
downgrade) and its local currency rating to junk status BB+ (negative outlook) from
investment grade BBB-. The divergence in rating by currency type reflects India’s
strengths in exports, which supports foreign exchange reserves. While the local currency
rating remained negative because of high and rising domestic debt and weak public
finances (Times of India, 2001). Reasons given by Fitch were:
•

Continued fiscal profligacy: Slower growth meant that the inability of the
government to reign in expenditure had become a problem. Moreover, a rising
portion of the revenue deficit was attributable to rising public consumption
expenditure (e.g. total compensation of employees growing), which Fitch found
troubling. India’s persistent general government deficits of over 9% of GDP
were the highest among BB Fitch-rated sovereigns. Interest payments at the time
constituted 50% of revenues and left little room for social and capital spending.
At the same time, similar to South Africa, the Indian government had large
contingent liabilities. Outstanding government (state and central) guarantees
amounted to over 10% of GDP. In this instance the guarantees were issued
primarily to back infrastructure projects (ibid).

•

An unfavourable political environment hindered economic reform. India’s
highly devolved governance system, whereby states held significant power,
coupled with government graft, meant that implementing political reforms was
difficult.

This saw a deterioration in state finances and in central government finances between
1997 and 2001. Factors considered critical to the fiscal deterioration included: the
inability to contain wasteful expenditure, including subsidies (of which petroleum,
fertilizer and food accounted for the largest portion and continue to); reluctance to raise
additional resources; and the competitive reduction in taxes between states. Interest
payments played a prominent role in the deterioration of state finances too. Significant
changes in the structure and cost of state government debt contributed to a sharp
increase, of about 60%, in the repayment burden from the beginning to the end of the
1990s. Until the mid-1980s, interest rates on local government borrowing were highly
subsidised by the central government, indicative of the degree of ‘financial repression’
(i.e. the market not being allowed to determine the cost of borrowing). After the 1980s,
the rates on government bonds became progressively aligned with market interest rates,
rising by over 10% on average (Rangarajan & Prasad, 2012). Of central importance to
Fitch was the direction of change, or the absence of any significant improvement in
India’s public finances and slow progress on disinvestment by the state in public entities.
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5.2.3 Stage 2: Post-2003 fiscal reforms
India began in the mid-2000s to work on institutionalising fiscal discipline to
reduce its budget deficit over the long-term. Reforms were undertaken to restructure
or reduce the debt and interest burden, along with those to enhance the credibility of
states and ensure sustainability of their debt. The reform package had three inter-related
prongs. First, it wanted to control growth of current expenditures (such as wages and
pension), as well as structurally reform the taxation system (such as moving from a
turnover tax to a value-added tax). Second, a rule-based institutional framework was
developed to ensure the sustainability of the adjustment and consolidation, such that
expenditure had to follow legislated guidelines which checks and balances built in to
review, approve, and penalise. Third, there was a move away from central government
onward-lending to states and towards market-based financing of state debt, with a focus
on both self-regulation (through fiscal legislation) and market discipline (ibid).
Several of these prongs came together in August 2003 when the Indian government
passed the Fiscal Responsibility and Budget Management Act (2003). The Act had several goals
and approaches:
•
•
•
•
•
•
•

Introduce a more equitable and manageable distribution of the country’s debts
across years.
Introduce transparent fiscal management systems in the country to achieve fiscal
stability for India in the long run.
Provide flexibility to the Reserve Bank of India (RBI) for managing inflation.
Institute prudential debt management consistent with fiscal sustainability through
limits on the central government borrowings, debt and deficits.
Conduct fiscal policy in a medium-term framework.
Set annual targets for central government with respect to the fiscal deficit,
revenue deficit,21 and assumption of contingent liabilities.
Restrict the central government from borrowing from the Reserve Bank of India
(RBI) except under exceptional circumstances where there is temporary shortage
of cash in a particular financial year (so-called ‘deficit financing’).

These measures became effective almost a year later, in July 2004. The main tangible
objective was to eliminate the revenue deficit of the country (building a surplus of
revenue over spending) and bring down the fiscal deficit to 3% of the GDP and a
revenue deficit of 2%, both by March 2008. The annual reduction in the debt-to-GDP
ratio was to be 1 percentage point per year, and the annual reduction in the fiscal deficit
was to be 0.3% of GDP per year.
Major state-level reforms were implemented. With roughly half of the general
government fiscal deficit accounted for by India’s states, the success of fiscal adjustment
and reduction of general government debt hinged critically on the fiscal performance of
the subnational governments (IMF, 2009). India’s states were given incentives by the
Twelfth Finance Commission (TFC) to implement their own fiscal responsibility laws
(FRLs). These incentives included conditional debt restructuring in a number of ways
A ‘revenue deficit’ is a different to a ‘fiscal deficit’. A fiscal deficit, most commonly referred to, is the
difference between total revenue and total expenditure. A revenue deficit occurs when actual net income –
revenues minus expenditure – falls short of the expected net income, due to lower revenues received
and/or higher expenditure. When a revenue deficit occurs immediate borrowing is needed.
21
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(see below) and interest rate relief (such that interest payments on debt could be
foregone) (IMF, 2009). Debt relief on interest and principle22 was linked explicitly to
rules-based legislative reforms, and in particular upon the enactment of fiscal
responsibility laws at the state level and incorporation of a fiscal correction path, with
milestones for attaining particular fiscal targets while improving the current (revenue)
balance (reducing the deficit to zero by 2008–09). This saw the central government
shoulder the debt costs – the debt relief – while also using other mechanisms to reduce
the burden in total, through lower financing costs in general (i.e. reduction in interest
rates). Among the states themselves there was a move away from subsidies for businesses
and consumers in food, petrol, electricity, and fertilizer and a lowering of tariffs (i.e.
power and irrigation charges to consumers and businesses), and towards coordination
between states, important was ending the competitive tax race, whereby each state
reduced taxation to attract investment, and instituting the value-added tax, which
successfully raised tax revenue receipts. This, coupled with increases in the states’ share
of central taxes and the increase in central direct taxes, improved state finances and led
to some progress. The coordination and consultation among all polities ensured
consistency of approaches and moved the reforms forward (Rangarajan & Prasad, 2012).
The use of more market-based financing helped improve the interest paid on
debt. This was important since interest costs grew dramatically and accounted for a large
portion of state costs. Between the late-1990s to mid-2000s interest payments as a share
of revenue receipts increased from 16.9% to 26%. A debt-swap scheme was introduced
during 2003–04 to lower the interest burden and increase access to market priced debt.
States swapped loans from the central government at 13% interest, with new loans at
generous market rates of 7.5% (ibid).23
The state’s contingent liabilities became better managed through the use of
‘power bonds’ and changing regulations by the Reserve Bank of India (RBI),
thereby reducing government exposure. States issued power bond to securitise the
fiscal risks stemming from the losses of electricity utilities arising from the gap between
the cost of producing power and the tariff charged. This gap between the cost and tariff
had resulted in significant losses and an accumulation of arrears. With the securitisation,
arrears and accrued interest at about 1.5% of GDP were cleared by states through the
issuance of 15-year tax-exempt power bonds. Aware of the ‘moral hazard’ issue (i.e. the
bad behaviour this might encourage), this was clearly announced as a one-time settlement
measure and was supplemented with reforms to ensure discipline going forward.
Participating states qualified for funds on the basis of reform milestones and
improvements in the reduction of commercial losses (ibid).
The RBI tightened the regulation for use of the RBI overdraft facility by states
and set statutory requirements for banks to hold state debt (ibid). This increased the
Debt relief had been provided by the waiving of repayment and/or interest payments due, altering the
terms of repayment, reducing interest rates, and consolidation of loans. To implement the
recommendations of the Twelfth Fiscal Commission (FC) – appointed in 2002 and with recommendations
made in 2004 – the Debt Consolidation and Relief Facility was introduced during 2005–06, which
provided debt relief through consolidation, rescheduling repayments for a fresh term of 20 years, and
lowering of the interest rate on the debt to 7.5 percent. All states were eligible to obtain relief from the year
they enacted fiscal responsibility legislation. Subsequently, the debt relief granted was similar to the Twelfth
FC; all loans to states from the Government of India outstanding as of 2009–10 would be written off if the
state enacted or amended its fiscal responsibility legislation. Moreover, interest on past National Small
Savings Fund (NSSF) loans (contracted during 2006–07) was reduced to 9 percent from 9.5 percent.
23 80 percent of states‘ borrowings during 2003–04 was at high-cost, nonmarket rates.
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acceptability of state securities by the market. The Statutory Liquidity Requirement (SLR)
requires certain commercial banks to hold a minimum of eligible securities, primarily
centre and state government debt, in reserve against deposit liabilities over and above
cash reserves. This was 30% at the end of the 1990s and was around 21.5% at the end of
2015. While this has benefits it also has negative affects.24
These reforms were not without criticism and, as we see below, their effectiveness
can be questioned. The FRBMA was criticised for not taking into account
macroeconomic circumstances in how it sought to meet its targets. Targets would not be
adjusted when economic growth rose or fall (i.e. changing macroeconomic
circumstances). Social spending was not protected from potential expenditure reductions
needed to meet annual targets. And tax cuts were part of the recommendations to, in
theory, increase tax revenue on the basis of overly optimistic Laffer Curve estimates (the
theory that when the tax rate falls tax revenue can increase if it encourages people to
work harder and stop engaging in tax avoidance) (Chandrasekhar & Ghosh, 2004).
Such unforeseen circumstances happened in 2007 with the global financial crisis. As a
result the deadlines for the implementation of the targets in the act was initially
postponed and subsequently suspended in 2009. In 2011, given the process of ongoing
economic recovery, India’s Economic Advisory Council publicly advised the
Government of India to reconsider reinstating the provisions of the FRBMA
(“FRMBA”, n.d.).
Monitoring of reforms and enforcement was also weak. ‘Measures to Enforce
Compliance’ in the Act are not strong, as a reading of the Act plainly shows (The Fiscal
Responsibility and Budget Management Act, 2003). Fiscal targets were to be monitored
only by the Ministry of Finance with failure to meet the targets not triggering any explicit
sanction. There is no timeframe by which any deviations from the targets need to be
addressed or corrected and no hard and fast rules for how to address such deviations.

5.2.4 Stage 3: 2004 growth boom
The FRBMA has been compared to the EU’s Growth and Stability Pact (GSP): overly
stringent, not sufficiently enforced, and ultimately not successful in reducing countries’
debt-to-GDP ratio, relying in the final analysis instead on improved growth prospects
(Chandrasekhar & Ghosh, 2004).
In the IMF’s 2009 evaluation of India’s FRBMA they write:
So far, India’s experience with fiscal rules has been mixed. The FRBMA
strengthened India’s fiscal policy framework. The implementation of the FRBMA
initiated in the 2004/05 budget period also coincided with a decline in India’s
central government fiscal deficit by about 1.8 percent of GDP between its
introduction [coming into effect in July 2004] and 2007/08. At the same time,
24

https://books.google.com/books?id=vbeVDQAAQBAJ&pg=PA9&lpg=PA9&dq=in
dia+statutory+requirement+bank+have+to+hold+state+debt&source=bl&ots=V
hlKxpbXeJ&sig=pKRtpq4LgxIZ7jDh0EIoWuUpW8g&hl=en&sa=X&ved=0ahUKEw
jonfSh5ejVAhVGQSYKHWoSCukQ6AEITTAI#v=onepage&q&f=false
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however, the date for achieving the FRBMA current deficit targets has been
postponed on repeated occasions, off-budget activities increased, and significant
slippages with respect to the 2008/09 deficit targets were expected even before
the global crisis precipitated calls for fiscal stimulus, raising questions about the
effectiveness of the FRBMA.
The major part of India’s success in regaining its investment grade status appears
instead to be due to improved economic growth, with less, and more favourable,
borrowing playing an important, though only a supporting, role. Notes the IMF
(2009, 7: “More than two-thirds of the fiscal adjustment over this time period [20042009] was due to revenue gains, with improvements in tax performance underpinned by
rapid economic growth, strong corporate profits, and improvements in tax
administration as measured by effective tax rates. The rest of the adjustment came mostly
from declining interest payments. The outstanding liabilities of the central government
declined by 4.4 percent of GDP.” They continue, noting that (pp. 7-8): “If these quasi
fiscal expenditures are taken into account […] there has been almost no correction on
the expenditure side with the entire fiscal adjustment driven by enhanced revenue.”
India’s debt situation greatly benefitted from improved global conditions and
domestic economic reforms from 2004. Already in 2003, Moody’s had noted that
India’s external liquidity and vulnerability ratios now compared very favourably to others
in its rating peer group. Double-digit export gains and a prospering information
technology sector led to a balance of payments surplus, bolstered by increasing capital
inflows (Moody’s, 2003). Yet their remained an onerous burden of domestic debt and
debt service.
Industrial policy played a leading role. A good example of this is the Indian software
industry. Supported by a raft of industrial policies, and renewed FDI inflows, Indian
software exports increased more than six fold from $5.7 billion in 2000/01 to $37 billion
in 2007/8, raising their ratio to GDP from 1.2% to 3.2% (Acharya, 2009). The industry
was initiated by Bombay-based conglomerates, who begun supplying global IT firms
with programming services. Their success owed to the innovative exploitation of a new
global market opportunity and protection from transnational corporations and start-ups
by state policy (Dossani, 2005). Policy reforms reduced costs of imported hardware and
software and helped facilitate a shift in the Indian software industry from supplying
programmers to supplying software programs. As work moved to India, infrastructural
costs increased as a proportion of total costs. This caused the industry to relocate from
Bombay to Bangalore (ibid). More specifically, Justin Lin, ex chief economist of the
World Bank, highlights the following points (Lin, 2012; Arora, 2010):
India’s clothing and textile sector also continues to benefit from active industrial
policy. The textile industry currently employs about 51 million people directly and 68
million people indirectly. Overall textile exports during 2015/16 stood at US$ 40 billion
and contributed approximately 15% of India’s total exports. Industrial policy has
successfully attracted large amounts of FDI and included: technological investment, trade
facilitation, skills development, favourable tax treatment, and various subsidies.
Foreign investment was also crucial. A major macroeconomic trend supporting
India’s pick-up in economic growth is that from 2002/3-2007/8 India experienced a
sustained and unprecedented surge in net foreign capital inflows, which soared tenfold
from $10.8 billion in 2002/3 to $108 billion in 2007/8. As a proportion of GDP the
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increase was from 2.1% to 9.2% of GDP. The surge was particularly strong in the two
years between 2005/6 and 2007/8, when net inflows increased fourfold from $25 billion
to $108 billion. Since over the period 2002/3 to 2007/8 the current account was close to
balanced, the bulk of the net inflows went to increase the country’s foreign exchange
reserves, thereby making its foreign currency denominated debt a relatively safe
investment. These reserves rose from $76 billion in March 2003 to $310 billion in March
2008, with nearly $160 billion being added in the last two years. The main forms of
capital inflow were foreign direct and portfolio investment and external commercial
borrowing by Indian companies (ibid).
This was complemented by a dramatic expansion in investment, which, in
Keynesian theory, brings forth a roughly commensurate level of savings. Up until the
early 2000s, India’s investment-to-GDP ratio has tended to be about 24%. By 2006/7,
some five years later, it rose dramatically to 36% in 2006/7. This was matched by an
almost equal spurt in domestic savings from 24% of GDP in 2000-02 to 35% in 2006/7.
Public savings went from -1.9% of GDP in 2000-2002, to 3.2% in 2006/7. This was
driven by reductions in revenue deficits at the central and state levels (ibid). (Recall that
South Africa’s investment-to-GDP ratio has averaged at 20% over the last decade.)
No major improvement in inflation occurred during this period, the bulk of which had
already taken place during 1997/8 to 2001/2.
The importance of the composition of capital inflows in highlighted here with
FDI, rather than short-term portfolio flows, playing an important role in
stimulating the Indian economy.25
As a result of the above progress Moody’s upgraded India’s foreign currency debt rating
one notch to investment grade (Baa3) from junk grade (Ba1) in 2004, citing the
accumulation of large amounts of foreign exchange on the back of strong growth and
investment inflows (Moody’s, 2004). Moody’s wanted more ambitious implementation of
public sector and labour market reforms before it made further changes to its other
ratings though. Large public sector deficits and debt restrained the government’s
domestic currency rating to a below-investment-grade Ba2.
In terms of the political environment: it seems that the drift towards cumbersome
coalition governments slowed the pace of economic reforms apart from liberalisation
measures. The Bhartiya Janata Party-led coalition at the time had been undermined by a
string of scandals ranging from corruption to financial sector scams (Times of India,
2001).

5.2.5 Stage 4: 2006 upgrade
By contrast, in South Africa, FDI has been lacklustre. As a share of total foreign liabilities fell from
around 50% in 1980 to a low of just over 20% in the late 1990s. Instead, short-term portfolio and other
inflows have dominated in the post-apartheid period. FDI inflows are also considerably below the level
received by other middle-income countries which average 2.9% of GDP between 2007 and 2016,
compared with South African average inflows of 1.7% over the same period
https://www.resbank.co.za/Pages/default.aspx and http://databank.worldbank.org/data/home.aspx.
Further, the dominant share of FDI has been mergers and acquisitions rather than greenfield investment.
Between 2003 and 2015, South Africa received an average 1.1% of inward greenfield investment destined
for developing countries compared with a GDP share of 1.7%. unctadstat.unctad.org/
25
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India has always been a conundrum for rating agencies, which have had to weigh up
India’s weak public finances against its rapid growth, surging foreign exchange reserves,
low external debt, and easy access to a captive domestic debt market. Yet after high grow
and some institutional advances made towards fiscal tightening, in August 2006, Fitch
upgraded India’s foreign currency debt to BBB- (South Africa’s rating before the recent
downgrade) and its local currency debt to BB+ (where South Africa currently rests).
Fitch has kept India’s rating at BBB- since then. This occurred despite India’s public
finances being deemed ‘weak’ by Fitch. Fitch argued that efforts towards fiscal
consolidation, strong economic growth, and a large positive ‘external balance’ (i.e. net
accumulation of foreign exchange through trade and remittances) all worked to reduce
India’s fiscal constraints.
Fitch argued in its upgrade note that for the first time since it started rating India in
March 2000, there appeared to be near universal commitment – rather than actual
implementation necessarily – to fiscal consolidation from the central government and the
states. This sea change in policy intent, coupled with a clearer path towards fiscal
consolidation than previously appeared to be the case, has reduced the risk that India’s
weak public finances could impair its strong external financial position. Although still
high, revised data showed the general government deficit declining to 7.5% in 2005/06
from 10.1% of GDP in fiscal year 2001/02. Higher growth and lower interest rates
played a part in this outcome, noted Fitch, but so too did much improved tax
administration and some widening of the tax net. Fitch cited ‘modest tightening’ in
spending at the central government level had been matched by parallel progress among
India’s 25 states and union territories, many of which had introduced value-added tax
and enacted fiscal responsibility legislation over the past year (Fitch Ratings, 2006).
Fitch acknowledged that at 84% of GDP, India’s public debt ratio, remained far above
the ‘BBB’ median (34%) rating and had even been slow to respond to higher growth.
However, the agency argued that India had long demonstrated an ability to sustain much
higher debt levels than many of its rating peers and had no record of defaulting. In
addition it had an established track record of macroeconomic stability, low inflation and
a high domestic savings rate, coupled with a deep domestic capital market and external
capital controls, said Fitch.26 In addition, an important by-product of the government’s
heavy reliance on the domestic debt market to fund its borrowing requirement has been
the build up of a net public external creditor position in contrast to many other ‘BBB’
rated sovereigns.
Importantly, Fitch says India’s so-called ‘structural reforms’, which had improved
growth, gave the economy more leeway in the growth of its debt. As a result of strong
growth, India was expected to encounter little difficulty in financing a larger current
account deficit of 2.4% of GDP in 2006/07: the gross external financing requirement is
estimated at just 18% of reserves, well below the ‘BBB’ median of 74%, underlining the
fact that $155 billion of international reserves buys significant insurance against external
shocks.

At the time, India allowed its currency to be convertible only on the trade or current account (i.e. partial
convertibility). This allowed companies and individuals to freely convert rupees into foreign currencies for
trade in goods and services only. This was then changed to allow Indian individuals and businesses to
invest more freely overseas, allowing large companies easier and cheaper access to foreign debt that was
limited to $500m per company per year.
26
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5.2.6 Stage 5: Cracks in the rating post-2006
India’s progress with regard to debt reduction and fiscal consolidation following
the ratings upgrade has been mixed.
On the state level, as of mid-2008, 26 of India’s 28 states had enacted fiscal rules with
significant progress made towards meeting their targets. The states’ consolidated fiscal
deficit was more than halved from 4.5% of GDP in 2003/04 to 2.5% in 2007/08. More
than three-quarters of this decline was due to an increase in state revenues. This occurred
largely from higher resource transfers from the central government (IMF, 2009).
Expenditure reductions came from restructuring borrowing.
On the national level, as of 2007, India’s public finances remained much weaker than
those of comparably rated sovereigns. It had a ratio of public debt to GDP – at 85% –
that is more than three times higher than China’s. Its interest bill still consumed 30% of
revenues. With contingent government liabilities worth at least another 10% of GDP, the
country remained vulnerable to fiscal backsliding (Johnson, 2007). Economists said that
although India’s combined deficit (central, state and local) fell to 7.5% of GDP in
2005/06 from 10.1% in 2001/02, fiscal consolidation has been cyclical, driven by
buoyant revenues in a booming economy rather than spending reform (Johnson, 2007).
Despite this, in January 2007 S&P upgraded India’s local currency debt to
investment grade. By contrast, Moody’s kept India’s local currency debt rating
below investment grade, at Ba2, citing upside risk from growing inflation, credit
extensions, a weakening current account, and the potential for relaxation of fiscal
consolidation to fund enhanced infrastructure spending (Moody’s, 2007).
When the international financial crisis of 2007/8 struck the deadlines for the
implementation of the targets in the FRBMA were suspended. The fiscal deficit
subsequently rose to 6.2% of GDP in 2008–09 against the target of 3% set by the Act
for 2008–09. After accounting for oil bonds and other off budget expenses, the IMF
estimated the fiscal deficit to be even higher at 8%.
In 2009, despite India’s poor track record regarding sticking with medium-term
fiscal plans and relatively weak fiscal management, Fitch maintained an
investment grade rating (Fitch Ratings, 2009). At the time, the Congress-led
government had voiced its commitment to debt reduction and in the Thirteenth Finance
Commission (TFC) it laid out a path of deficit reduction towards a ‘golden rule’ of
borrowing only to finance investment by 2015 (Fitch Ratings, 2010). India’s credit profile
also continued to benefit from being largely local currency (95% of the debt stock) and
from the sovereign’s stable access to domestic-currency financing, mainly from the
banking system (ibid).
In June 2012, Fitch kept India’s rating the same at BBB- (what South Africa was at
prior to its most recent downgrade). The decision not to upgrade India was, according to
Fitch, due to persistent inflationary pressures, weak public finances, heightened risks to
India’s medium- to long-term growth potential, and limited progress on fiscal
consolidation – in particular in reducing the central government deficit despite
improvement in the financial health of state governments.
In 2012, Fitch estimated general government debt stood at 66% of GDP, against the
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'BBB' median of 39%. Moreover, India’s government revenue in-take was low at 19.4%
of GDP. The central government fiscal deficit was 5.8% of GDP in 2011-2012 against a
target of 4.6%, largely reflecting an overshoot in subsidy spending. The government had
repeatedly delayed reforms to the tax and subsidy systems. Weaker economic growth and
a large subsidy bill raised concerns that India would miss its 5.1% of GDP deficit target
for 2012-2013, and general elections due in early 2014 raised the fear of politically driven
pressure to loosen fiscal policy.
Despite these weaknesses in fiscal management an investment grade rating was
retained. In 2012, Fitch justified this with reference to India’s diversified economy and
its high domestic savings, which reduced reliance on foreign investors for private
investment and fiscal funding, and the ability to issue long-term debt at a low cost in its
own currency. The underlying drivers of the previous decade of rapid economic growth
remained in place – a fast growing pool of educated workers and an innovative private
services sector (ibid). Moody’s gave similar reasons for its late-2011 upgrading of India’s
local currency public.
In 2017, Fitch’s latest review had India at a stable rating of BBB (investment
grade), despite a high fiscal deficit at -6.6% of GDP ('BBB' median is -2.7%) and
general government debt burden of 67.9% of GDP ('BBB' median: 40.9%).
An official committee reviewing the Fiscal Responsibility and Budget Management Act
has recommended lowering government debt to 60% of GDP (S&P recently noted that
it would not improve India’s rating until debt-to-GDP ratio fell below 60%, despite it’s
fall from 79.5% in 2004/5 (Reuters, 2017)). It remains uncertain if the government will
commit to the target suggested by the committee, but in his February 2017 budget
speech, the finance minister explicitly recognised the low number of direct taxpayers,
stating that India is “largely a tax non-compliant society”, which is a significant change in
rhetoric. The central government’s 2018 fiscal year budget also continues its gradual
consolidation efforts irrespective of the difficult trade-off with the desire to spur
infrastructure spending (Fitch Ratings, 2017). Yet the review of the FRBM has been
criticised by the notable economist Arvind Subramanian for being extremely pro-cyclical
– increasing public spending and reducing taxes during periods of high growth and
reducing spending and increasing taxes during economic downturns. The IMF proposed
reforms to India’s fiscal rules to make it more countercyclical back in 2009, yet these
seem to have been somewhat ignored (Simone & Topalova, 2009).
Despite a weak fiscal position, a sometimes-difficult business environment, and
poor governance standards, economic growth and pro-growth reforms continue
to propel India’s economy and stave off a downgrade. Fitch forecasts India’s real
GDP growth to accelerate to 7.7% in 2018/2019. On-going high levels of investment
have played a crucial role. A rise in foreign direct investment (FDI) inflows to $55.5
billion in (fiscal year) 2016, from $36.0 billion in (fiscal year) 2014, shows that India is
becoming a more attractive destination for foreign investors. The government has also
hinted at further reforms to support FDI inflows in its latest Budget. This again
highlights the importance of the composition of capital inflows. The country’s large
share of internal finances also makes it less vulnerable to external shocks than many of
its peers. A narrower current account and pick-up in FDI caused India’s basic balance to
turn positive in 2016 financial year. India is also less vulnerable to trade shocks due to its
more domestically-based economy, which is not part of the Asian supply chain, and
lower commodity export dependence compared with some peers (Fitch Ratings, 2017).
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In sum, like in Slovenia, growth was crucial to limiting a rise in relative debt levels. In
India, fiscal consolidation has been more ardently pursued at the state level, although
with mixed results, and states have also successfully enacted other reforms; debt swaps
have played a crucial role. At the national level both fiscal consolidation and policy
credibility has been erratically pursued. A large domestic saving pool has been a major
boon to India financing and refinancing its debt. India’s growth has been driven, in part,
by large investment expenditure, including strong FDI. Its diversified economy has been
consistently cited as a strength and industrial policy interventions have played a
meaningful role.
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6 Policy Conclusions
In this section we distil key policy conclusions from the finds made above.

6.1 Debt and fiscal consolidation
1) General findings
• Debt-to-GDP levels clearly influence downgrade decisions but significantly
reducing such levels appears less critical to regaining investment grade
ratings.
• Gradual fiscal consolidation proves to be more effective in restoring
government policy credibility and winning favour with markets, and
ultimately rating agencies, than austerity measures.
• Far-reaching short-term fiscal adjustments, i.e. austerity, can undermine
growth and hence be counter-productive.
• Medium-term and viable fiscal consolidation can be as important as a signally
device to credible policy commitments as it is in actually reducing debt levels.
• Ensuring large pools of domestic credit available for government borrowing
can reduce reliance on foreign investments.
• Debt management through debt swaps can help to reduce the cost of
outstanding debt.
2) South African specific considerations / recommendations:
• South Africa’s debt-to-GDP ratio was 53% at the time of downgrade, well
below the average level at time of upgrade in our sample; however, these
levels have steadily risen over time. South Africa’s fiscal deficit was -4.2%
compared with the upgrade average of -2% but its debt service cost was
3.3%, below the 4% average.
• This indicates that rapid and significant debt reduction may not hold the key
to achieving a rating upgrade. South Africa has similar economic growth
characteristics as slow regainers but similar debt metrics as the fast regainers.
This highlights how South Africa needs to focus on policies that raise its rates
of growth, investment, and exports, among other metrics, while still restoring
the fiscal credibility of government (see below).
• Major fiscal consolidation could be ‘back-loaded’ (i.e. saved till later, but such
that debt reduction targets are still met by the due date); reforms which
impact growth negatively are delayed and other reforms are front-loaded to
the first two years.
• Large pools of domestic corporate savings can be more actively mobilised to
finance government debt.

6.2 Certainty and credibility
3) General findings
• Rating decisions are forward-looking, accounting for the probable direction
the country is headed, and hence the credibility of policies to reorient – even
in the medium or long term – is critical.
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Credible policy can only begin on the basis of an accurate and honest
assessment of the scope of the challenges faced by the country, including
levels of debt.
Establishing institutional credibility to convince market participants that debt
levels can be brought down over the long-term is therefore essential and
should shape the policy response.

4) South African specific considerations / recommendations:
• South Africa should conduct a public debt audit, with careful attention to its
contingent liabilities and any other debt risks.
• Credible but achievable targets should be announced that can be gradually
reached over a medium-term time period.
• Fiscal policy should continue to be counter-cyclical.
• Policy credibility cannot be improved without tackling high levels of
corruption and the current climate of political instability.
• Agreement as to how South Africa will deal with the deterioration in the
management and financial health of its SOEs is perhaps the most important
issue it has to deal with in order to placate the rating agencies and regain their
confidence (see below). It is recommended that any agreement is exact and
unambiguous.

6.3 Growth
5) General findings
• Raising the rate of economic growth can be the quickest, and potentially
easiest, way to reduce relative debt burden and improve its sovereign rating.
• In general growth enhancing measures require raising rates of investment in
GDP and raising export growth. As the case studies suggest this is most
effectively achieved through supportive industrial policy.
a. Export-led manufacturing growth, supported by industrial policy and
investment spending, can help the economy take advantage of improved
regional or international growth conditions and make it less reliant on
commodity prices.
b. Policies which expand domestic demand may support domestic growth,
even if they moderate competiveness in the short-term.
c. Investment, arising from both FDI and domestic saving pools, is critical
in supporting both domestic and export orientated sectors.
d. Containing inflation is important for policy credibility but should not be
done in a manner that constrains growth (see below).
6) South African specific considerations / recommendations:
• A range of credible industrial policy measures exist and should be
strengthened and implemented more effectively. Coordination failures need
to be addressed. Industrial policy should aim to diversify the economy and
reorient the economy away from an over-reliance on minerals.
• Efforts to raise manufacturing output are particularly important in this regard
(see below) as is industrial diversification.
• The national minimum wage should be implement as a means to reduce
growth-retarding inequality and poverty and boost domestic spending. The
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national minimum wage should be universal but with support mechanisms to
assist struggling businesses including: subsidised credit, business support
services, and possible case-by-case exemptions. Other measures to increase
domestic consumption demand and reduce wage inequality must urgently be
explored.
Raising investment expenditure is crucial. South Africa’s current investment
expenditure, at 20%, is below the average level at which our sample regained
their investment rating of 23%, and investment contracted in 2016 despite
government capital outlays. Private sector investment is particularly anaemic.
Capital inflows to South Africa are skewed to (short-term) debt and equity
flows and the majority of FDI inflows are for mergers and acquisitions
(which do not necessarily result in new investment) rather than greenfield
investment. Such dynamics need to be address.
A broad approach to containing inflation should be adopted rather than
relying solely on raising short-term interest rates which can be deflationary.
Situating South Africa’s growth plans within a broader framework of regional
industrialisation which delivers benefits to all can help to create a conducive
regional environment for growth.

6.4 Revenue growth
7) General findings
• Raising tax revenue is another manner in which to increase the fiscal
envelope in order to pay down debt and support growth enhancing industrial
policies. Such should be done judiciously in a manner that does not deter
investment.
8) South African specific considerations / recommendations:
• The Davis Tax Committee is considering a variety of avenues through which
to raise tax revenue. Particularly fruitful options include:
• Taxation should be progressive both as a matter of equity and because lowerincome earners spend a greater share of their income.
• Illegal capital flight and tax avoidance must be clamped down on.

6.5 Stakeholder engagement and policy independence
9) General findings
• Stakeholder agreements and comprises are important in creating momentum
and confidence in reforms.
• Policy independence can help improve a return to investment grade status by
ensuring domestic reforms reflect the will of the people.
10) South African specific considerations / recommendations:
• The discussions at Nedlac on possible responses to the rating downgrades
should be supported and deepened.
• More broadly, the fractious relationships between social partners must be
urgently addressed. The nature of economic growth must be redistributive in
order to achieve this.
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The impact on social cohesion of policies responses must be considered, for
instance, austerity policies which result in a cut to social expenditure is likely
to exacerbate rather than reduce social tensions.
Policy independence should be maintained.

6.6 Manufacturing and mining sectoral-level policies
11) General findings
• As noted raising rates of investment, export growth and domestic demand is
critical to achieve economic growth. Manufacturing growth, increasing
exports, and attracting productive FDI is important.
• Active industrial policy to support existing industries and incubate new
strategic subsections is critical. Aligning other policy spheres, like
macroeconomic policy, to support this is important.
Manufacturing subsectors
12) Expanding manufacturing subsectors is crucial to achieving growth and industrial
policy should be targeted in this manner. In many instances this can achieved
through implementation, with appropriate fiscal backing, of existing policies.
• South Africa’s ratio of manufacturing value added to GDP is very low
compared with our sample, at 13% it is below the 19% average at time of
upgrade (a value pulled down by two outliers), it has also been on a steady
downward trajectory. Worryingly manufacturing has contracted in the last
quarters of 2016 including in the CTFL sector.
• Implementation of the latest IPAP iteration in a manner which prioritises less
costly policies which are better value for money.
• Manufacturing in South Africa, including the CTFL subsectors, has been
shown to have strong backwards and forward linkages that can be leveraged
for industrial development. In 2009, the leather, footwear, textile, and
clothing subsectors ranked first, second, fourth, and tenth, out of 43
subsectors, in terms of backward linkages.
• Access to credit is one factor retarding small and medium businesses as well
as new companies. This may worsen with the rating downgrade.
Development finance institutions such as the Industrial Development
Corporation must be less risk averse and more supportive to such businesses.
• Continued multi-party stakeholder engagement is important at both the
national and sectoral level. The CTFL is advanced in this regard and the
initiative to collecting address the rating downgrades is positive.
Mining and mining related sectors
13) The minerals sector still plays a crucial role in the South African economy and
accounts for a large share of foreign exchange earnings important to support
foreign currency rating grades.
• A range of industrial policy measures on a subsector level should
strengthened to assist upstream and downstream manufacturing including the
promotion of nascent industries.
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Political uncertainty around the minimum charter must be arrested. Fitch
rating agency noted that the Mining Charter vindicated the downgrade, as it
marked a policy departure towards more radical transformation (Laing,
2017b). Moody’s warned of further cuts if it was implemented. Moody’s said
the Mining Charter would worsen the credit ratings of South African miners
because most of them would need to fund the required increase in black
economic empowerment shareholding to 30% from 26% with debt (Laing,
2017a).

6.7 State owned enterprises (SOEs)
14) South Africa’s SOEs place an enormous amount of uncertainty as to the future
expected debt levels of the South African government. A clear plan of action is
required which can provide investors with certainty as to the expected costs
involved from SOE-related investment.
• The continued chaos and mismanagement engulfing the SOEs must be
arrested in order to alleviate the concerns of the rating agencies. This has
been pointed to as a key impediment to South Africa’s growth by the rating
agencies and is perhaps the most important issue to deal with in order to
placate the rating agencies and regain their confidence. It is recommended
that any agreement is exact and unambiguous.
• SOEs can be leveraged to both enhance growth and assist in transformation
but this be done in a developmentally-orientated and corrupt-free manner.
• The relationship between the private sector and SOEs must be re-evaluated.
• Limited and carefully selected privatisation should be considered in
instances where the developmental or equity-enhancing advantage of
public ownership is not undermined and where the fiscal burden can be
reduced. South African Airways may be one such instance.
• Any privatisation of SOEs should be tied to mandatory levels of future
investment and domestic input sourcing requirements.
• The use of SOEs in strategic procurements and the like in order to spur
local growth and transformation is a valid developmental strategy.
However, the SOE must see returns from such investment (for instance,
securing cost-saving supply agreements) rather than these serving as an
opportunity for cost-inflation and corruption by the private sector.
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7 Appendices
7.1 Appendix A: What are credit ratings
Ratings express relative opinions on creditworthiness (‘credit risk’) of firms and
governments: will the issuer of the debt meet their payment obligations in full and on
time.
Credit rating agencies assign ratings to issuers, 27 such as corporations and governments,
as well as to specific debt issues, such as bonds, notes, and other debt securities issued on
a specific occasion by an issuer.
The ratings are forward looking, meaning they consider future developments and how
they might impact creditworthiness.
Credit ratings play a role in enabling corporations and governments to raise money in the
‘capital markets’. Instead of taking a loan from a bank, these entities can borrow money
directly from investors by issuing bonds or notes..
Investors purchase these debt securities, such as municipal bonds, expecting to receive
interest plus their principal amount which they have lent returned to them (either when
the bond matures or as periodic payments).
Creditworthiness indicates the ability for a borrower to repay the principal and interest
on any debts without ‘defaulting’ (i.e. failing to make payments).
Creditworthiness determines the riskiness of the borrower, which in turn determines the
risk taken by the lender. This in turn determines the interest that the borrower should
pay the lender for any loans provided by the lender, who risks non-repayment by the
borrower.
Investors use the ratings when making decisions about purchasing bonds (and other
fixed income investments) from governments and firms. These help to determine how
many the investor should buy and how much interest they should reasonably receive as
compensation for the risk they are undertaking of effectively lending their money.
In general: the riskier an investment the more limited the type of investor who can
reasonably purchase the debt. Riskier ratings exclude more investors who are only
allowed to invest in safe assets or who simply do not want to undertake higher risk
investments (e.g. pension funds who are investing the savings of pensioners)
Debt ratings can be divided into two categories: ‘investment-grade’ debt and ‘speculativegrade’ debt. The term ‘investment-grade’ historically referred to bonds and other debt
securities that bank regulators and market participants viewed as suitable investments for
financial institutions. Now the term is broadly used to describe issuers and issues with
relatively high levels of creditworthiness and credit quality. In contrast, the term ‘noninvestment-grade,’ or ‘speculative-grade,’ generally refers to debt securities where the

27

Such as corporations, financial institutions, national governments, states, cities and municipalities.
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issuer currently has the ability to repay but faces significant uncertainties, such as adverse
business or financial circumstances that could affect credit risk.
Today most investment money is channelled through financial intermediaries
(‘institutional investors’), and in particular mutual funds, pension funds, banks, and
insurance companies. These investors use credit ratings as investment guidelines on how
to allocate their funds globally. A poor credit rating by a country risks removing that
country’s debt from the investments of these funds, who collectively control trillions of
US$ in investment money.
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7.2 Appendix B: Ratings downgrade details
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Table 2. Sum m ary of South Africa’s rating dow ngrades by agency,
type, and rational
Applicable Parties

Type

Government

Long-term
sovereign debt
issuer rating for
foreign currency
denominated
bonds only

03-Apr

Government

Long-term
sovereign debt
issuer rating for
local currency
denominated
bonds only

03-Apr

Government

Short-term foreign
currency rating

03-Apr

Government

short-term local
currency rating

03-Apr

Government

National longterm scale Rating

03-Apr

Government

National shortterm scale Rating

03-Apr

5 financial institutions
and 2 related holding
companies; national scale
rating on the domestic
medium-term note
(MTN) program issued
by BNP Paribas through
its local branch.

Various

05-Apr

Government; banks
(Absa, FirstRand,
Investec, Nedbank and
Standard Bank); 4 bank
holding companies

Government

Government

All

Long-term
sovereign debt
issuer rating
(foreign and local
currency bond
rating)
Short-term
sovereign debt
issuer rating
(foreign and local
currency)

County ceiling

All

Date

07 April and
11 April

07-Apr

07-Apr

01-Jun

Debt (outlook)
Rating Implication
Standard and Poors (S&P)

Rational

Political instabiity and change leading to policy and
social risks.(1) Contingent liabilities may rise of state.
Reforms to Eskom's financial position at risk: "The
utilizations are dominated mainly by Eskom (BB/Negative/--), which benefits from a government
guarantee framework of R350 billion -- about 7% of
2017 GDP. We estimate Eskom will have used up to
R300 billion of this framework by 2020." (2) Risks
Downgrade to BBBWithin category
relating to social instability: "Internal government and
(negative outlook) downgrade: to lowest level party divisions could, we believe, delay fiscal and
from BBB
of 'investment-grade' debt. structural reforms, and potentially erode the trust that
had been established between business leaders and
Downgraded from
labour representatives (including in the critical mining
Downgraded to 'B'
investment grade to non- sector). An additional risk is that businesses may now
from 'A-3'
investment grade debt. choose to withhold investment decisions that would
Within category
otherwise have supported economic growth."

Downgraded from
investment grade to nonDowngrade to
investment grade (category
BB+ (negative
change): BB+ is the most
outlook) from BBBcreditworthy level of
'speculative-grade' debt.

Downgraded to 'A- downgrade: Downgraded
3' from 'A-2'
to lowest level of
investment grade.
Downgrade to
'zaAA-' from
*
'zaAAA'
No change from
*
'zaA-1'
Various see press
release:
http://www.fin24.c
om/Companies/Fi
*
nancialServices/fullstatement-spdowngrades-sabanks-20170406
Fitch Rating Agency

Category change: from
Downgrade to
investment grade to nonBB+ (stable
investment grade. BB+ is
outlook) from BBBthe highest level of
'speculative-grade' debt.
Category change: from
Downgraded to 'B'
investment grade to non(stable outlook)
investment grade. B is nonfrom 'F3'
investment grade debt.

Domestic political drivers: weaken governance and public
finances. (1) SOE Risk: Shifting of SOE debt onto government
balance sheets. Increase in contingent liabilities by Treasury to
support Eskom's nuclear programme. Government might take
on additional liabilities of SOEs: "According to the 2017/18
budget, the government's guarantee exposure to public
institutions was R308.3 billion at end-March 2017, up from
R255.8 billion a year earlier. The main SOEs had additional
liabilities of R463 billion in 2016 with no explicit guarantee but
with a significant probability that the government would step in
should SOEs be unable to service the debt." (2) Policy shift away
from 'fiscal consolidation' and towards policies which lower
growth and revenue intake :"general government debt, which at
an estimated 53% of GDP at end-March 2017 was already
slightly above the 'BB' category median of 51%." (3) Banks have
high exposure to domestic sovereign debt. Will reduce their asset
quality, liquidity, and funding.

Revised down to
'BBB-' (stable
outlook) from
'BBB'

Within category
downgrade: to lowest level
of investment grade debt.

No change from
BB+ (outlook
stable)

"South Africa's ratings are weighed down by low trend GDP
growth, sizeable contingent liabilities and deteriorating
governance. Positively, they are supported by deep local capital
markets, a favourable government debt structure and a track
record of fairly prudent fiscal and monetary policy...South
BB+ is the highest level of African GDP growth remains a key rating weakness, with a five'speculative-grade' debt. year average of just 1.6% compared with a 'BB' category median
of 3.5%...[while] the low share of foreign currency debt in total
debt, at 11.5% compared with a 'BB' median of 51%, and the
long average maturity of its bonds of 14.7 years reduce the risk
of financing difficulties. "

Moody's rating agency

Government

Long-term
unsecured debt
and issuer

09-Jun

Government

Short-term
unsecured debt
and issuer

09-Jun

Senior unsecured
debt and issuer

09-Jun

Sheld and MTN

Causes: 1) the weakening of South Africa's
institutional framework; 2) reduced growth prospects
reflecting policy uncertainty and slower progress with
Downgraded to
structural reforms; and 3) the continued erosion of
Baa3 (negative
fiscal strength due to rising public debt and contingent
outlook) from
liabilities. Negative Outlook: "It is unlikely that a
Baa2
political consensus will emerge which supports
investment in the economy and reinvigorates the
reform effort sufficiently quickly to reverse the
expected negative impact on growth and on the
Within category
government's balance sheet. The opposite scenario, of
downgrade to lowest level
heightened political dysfunction, continued gradual
of investment grade debt:
Downgraded to P-3 to 'acceptable ability' to institutional weakening and diminished clarity over
policy objectives, has a higher likelihood."
from P-2
repay short-term
Within category
downgrade to lowest level
of investment grade debt:
Obligations rated Baa are
judged to be mediumgrade and subject to
moderate credit risk and as
such may possess certain
speculative characteristics.

obligations, from 'strong
ability' to repay. Still
investment-grade debt.
Downgraded to
Baa3 (negative
outlook) from Baa2

See above
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Development Bank of
Southern Africa (DBSA), Long-term foreignthe Industrial
currency issuer
Development
ratings (and local
Corporation of South
issuer rating for
Africa (IDC) and the
the Land Bank)
'Land Bank'
10 South African
regional and local
governments (RLGs)
and three governmentrelated entities (GRIs)

long term global
scale ratings

12-Jun

Downgraded to
Baa3 (negative
outlook) from Baa2

*

12-Jun

One notch
downgrades. For
list see:
https://www.mood
ys.com/research/M
oodys-downgrades-

*

Weakening capacity of the South African government to support
these institutions in case of need. The issuer ratings of all three
entities continue to benefit from a rating uplift from their standalone credit profiles, owing to their full government ownership,
the developmental and policy role that they play in the market
and the government's past record in providing support and
injecting fresh capital to these GRIs.
Reflects their close operational and financial linkages with the
national government, illustrating the centralised nature of the
local public sector in South Africa.

Source: Author. Based on the publically available press releases from the three rating agencies covered.
Note: Moody’s does not differentiate between local currency (LC) and foreign exchange (FX) credit risk
and rates both at the same level. In contrast, Standard & Poor’s and Fitch assign higher ratings to South
Africa’s local currency debt.

Table 3. Equivalence of ratings across the three m ajor rating
agencies

Moody's
Longterm
Aaa
Aa1
Aa2
Aa3
A1
A2
A3
Baa1

Shortterm

P-1

P-2

Baa2
Baa3
Ba1
Ba2
Ba3
B1
B2
B3
Caa1
Caa2
Caa3
Ca

S&P
Longterm
AAA
AA+
AA
AA−
A+
A
A−
BBB+

Fitch

Shortterm
A-1+

A-1
A-2

BBB
P-3

Not
prime

BBB−
BB+
BB
BB−
B+
B
B−
CCC+
CCC
CCC−
CC
C

A-3

B

Shortterm

Rating description
Prime

F1+

F1

High grade

Upper medium grade

Lower medium grade
F3

B

Non-investment
grade
speculative
Highly speculative

C

CCC

C

/

DD
D
DD
D

/

In default

/

Investmentgrade

F2

Substantial risks
Extremely speculative
Default imminent
with little
prospect for recovery

C
D

Lon
gterm
AAA
AA+
AA
AA−
A+
A
A−
BBB
+
BBB
BBB
−
BB+
BB
BB−
B+
B
B−

Noninvestment
grade
AKA highyield bonds
AKA junk
bonds

Source: “Bond credit rating” (n.d.).
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7.3 Appendix C: Bond Index Inclusion Criteria
Table 4. Bond Index inclusion criteria

Source: Klingebiel (2014)

7.4 Appendix D: Data appendix
Real GDP growth rate (%)
European Central Bank: Hungary, Ireland, Romania, Slovenia.
[Gross domestic product at 2010 reference levels, Year-to-Year %-change]
Asian Development Bank: India, Indonesia, Philippines.
[Growth of Output, GDP, annual change, at market prices]
Central Reserve Bank of Peru: Peru.
[Gross domestic product (Annual percent change)]
World Bank: Colombia, South Africa, Uruguay.
[GDP growth (annual %), market prices based on constant local currency. Aggregates are
based on constant 2010 U.S. dollars.]
Fiscal Deficit (% of GDP)
European Central Bank: Hungary, Ireland, Romania, Slovenia.
[Government deficit (-) or surplus (+) (as % of GDP)]
Asian Development Bank: India, Indonesia, Philippines.
[Central Government overall budgetary surplus/deficit at current prices]
Central Reserve Bank of Peru: Peru.
[General government operations, Overall Balance]
South African Reserve Bank: South Africa.
[National government deficit / surplus as % of GDP]
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International Monetary Fund: Colombia, Uruguay.
[Government primary balance, percent of GDP]
Debt-to-GDP (%)
European Central Bank: Hungary, Ireland, Romania, Slovenia.
[Government debt (consolidated) (as % of GDP)]
World Bank: Colombia, India, Indonesia, Philippines, Uruguay.
[Central government debt, total (% of GDP)]
South African Reserve Bank: South Africa.
[Total loan debt of national government: Total gross loan debt as percentage of GDP]
International Monetary Fund: Peru
[Public debt (Gross general government debt), in percent of GDP]
Savings rate (% of GDP)
Eurostat: Hungary, Ireland, Romania, Slovenia
[Gross Savings at current prices]
World Bank: Colombia, Uruguay.
Gross savings (% of GDP)
Asian Development Bank: India, Indonesia, Philippines.
[Gross national saving at current market prices]
South African Reserve Bank: South Africa.
[Ratio of gross savings to GDP]
Central Reserve Bank of Peru: Peru.
[National saving]
Investment rate (% of GDP)
Eurostat: Hungary, Ireland, Romania, Slovenia
[Gross fixed capital formation at current prices]
World Bank: Colombia, Uruguay.
[Gross capital formation (% of GDP)]
Asian Development Bank: India, Indonesia, Philippines.
[Gross capital formation at current market prices]
South African Reserve Bank: South Africa.
[Gross fixed capital formation (Investment)]
Central Reserve Bank of Peru: Peru.
[Gross Domestic Investment]
Inflation Rate (CPI)
European Central Bank: Hungary, Ireland, Romania, Slovenia
[Harmonised Indices of Consumer Prices (HICP) - Overall index]
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World Bank: Colombia, Uruguay.
[Inflation, consumer prices (annual %)]
Asian Development Bank: India, Indonesia, Philippines.
[Price Indexes, annual change, percent, fiscal year beginning 1 April]
South African Reserve Bank: South Africa.
[Consumer prices: CPI excluding food and non-alcoholic beverages and fuel (All urban
areas) 1-Term % change]
Central Reserve Bank of Peru: Peru.
[Consumer price index: (Percentage change)]
Total stocks traded (% of GDP)
World Bank: All countries
[Stocks traded, total value (% of GDP)]
Total debt service (% of GNI)
World Bank: All countries
[Total debt service (% of GNI)]
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