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The firing of Finance Minister Pravin Gordhan and his deputy, Mcebisi Jonas, in the early hours of Thursday morning, 
was, in the words of Yogi Berra, “… like deja vu all over again”. The rand spiked to R13.50 / USD following the 
announcement from R12.80 / USD earlier in the day, with ‘SA Inc’ shares falling significantly over the next two days. The 
direction of the last week’s share price movements, although not the magnitude, has mirrored that following Nene’s 
firing 16-months ago. The subsequent recovery following the appointment of Gordhan in 2015 was just as sharp, and as 
was recently witnessed in Brazil, when optimism returns, despite any tangible changes to government policy, domestic 
focused shares can recover just as quickly to the upside.   
 
The composition of the JSE All Share Index, with its multinational Rand hedge bias, masks the true extent of the potential 
damage to the SA economy should the new status quo be preserved. We have learnt from the prior dismissal of Nhlanhla 
Nene however, that large stakeholders and certain high-profile members of the ANC have the ability to change the 
direction in which we seem to be headed.  
 
From an investment point of view, our defensive Rand hedge bias has ensured that your portfolio was relatively well 
protected over the past week – and the reason why we drum home the benefits of diversification. Right now however, 
we seem to be faced with two differing scenarios that may play out over the next few days, weeks or even months, and 
which may have an impact on your portfolio. In summary: 
1. The current status quo continues, in which case we may very well see a downgrade to sub investment grade rating 

(at this stage only one of the ratings agencies have downgraded our foreign debt rating – see further commentary 
later in the newsletter), inflation starting to rise again and the Rand continues to weaken from these levels;  

2. We see a positive political outcome, in whatever form that may take, where institutional confidence returns, inflation 
and interest rates turn down and the Rand, supported by foreign investment inflows and positive sentiment, 
strengthens from these levels;     

 
What do we do right now? 
The short answer – we maintain your defensive portfolio positioning as is. While it seems that there is a significant 
amount of uncertainty swirling around at the moment, we do not think this is the time to make knee-jerk changes to 
your portfolio in any one direction – as we have experienced, events can change rapidly! 
 
And what do we have in mind after ‘Right Now?’ 
This is therefore the perfect opportunity to further apply our minds in mapping out a strategy for the potentiality of 
either scenario playing out. Our conviction to remain overweight Rand hedge stocks in the face of the significant 
strengthening of the Rand over the last year puts us in an enviable position to take advantage of either outcome when 
the dust settles. Banks, discretionary retailers and importers are most negatively exposed to the current situation, while 
our Rand hedge multinationals, that have little overall exposure to SA, and seen as the traditional safe-havens for South 
African equity investors, would be favoured. 
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We feel that, should the second scenario play out, it would usher in a more sustained period of stability, where national 
and institutional confidence is rebuilt over a period of time, certainty in policy making returns and interest rates and 
inflation normalise and stabilise – in short, our economy gets back on track! Even during the sustained politically charged 
environment during which Gordhan served his second term as Finance Minister, the strengthening of the Rand and the 
somewhat positive sentiment that was attributable to SA’s fiscal prudence did have some positive impact on our SA Inc 
stocks, as you can see from below. 
 
Therefore, diversification away from the traditional Rand hedge stocks would be an option followed by a tilting of your 
portfolio into the SA Inc stocks. This scenario ensures that you are able to capitalize on what we think may be a sustained 
period of recovery in our economy – although we don’t want to jump the gun here, awaiting the outcome of any political 
rumblings would be prudent!  
 

 
---------------------------------------------------------------------------------------- 

 
What do we look like amongst our peers? (Just to make ourselves feel a little better!) 
 
Part of the real fear of being downgraded to a sub-investment grade rating is the exclusion of our debt from international 
investors and therefore the inability to borrow at competitive interest rates that would enable us to invest in our 
economy. As is the case with any investment mandate, those investors that deal in investment grade debt, have a mandate 
to be invested in such debt at all times. The result of being downgraded thus means that these investors must sell our 
government bonds in order to comply with their respective mandates. It is however not all doom and gloom, and believe 
it or not, there are also sub-investment grade funds that, should our bonds be classified as junk debt, would look at us 
in a very favourable light, being the ‘best of a bad lot.’ A little bit of detail here though – S&P downgraded our foreign 
bond rating (i.e. that rating that applies to USD denominated debt that constitutes only 10% of all our government debt) 
while maintaining the investment grade rating on our local (i.e. Rand denominated) debt. The bulk of our debt is therefore 
still investment grade – and may be the reason that the Rand is still holding on? 
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We are certainly not saying this is good, but note the 
little impact on the debt service cost of Turkey and 
Brazil’s bonds post their downgrading by S&P. Note 
also, as we mentioned earlier, how the Brazilian 
government bond rallies (i.e. the inverse of the yield 
that you see falling in the graph), from around the 
beginning of 2016 – this was the result of a perceived 
positive political turnaround in the country.   
 
A little more on the detail of a downgrade – we would 
need to be downgraded to sub-investment rating by at least two agencies for our debt to be classified, in the real sense 
of the word, as junk. The World Government Bond Index (WGBI), a widely used benchmark that currently comprises 
sovereign debt from over 20 countries, measures the performance of fixed-rate, local currency, investment grade 
sovereign bonds. It is only under the circumstance that our local debt is downgraded by two agencies that managers of 
this fund would need to sell our sub-investment grade debt.   
 
Even in a worst case scenario that we are downgraded to a sub-investment rating on our local currency debt, but we 
have a positive political resolution, we may very well see a significant turn to the positive in our bond rates – the proxy 
for risk in the country – but as we know, the risk unfortunately lies in what our politicians are able to negotiate!  
 

 ---------------------------------------------------------------------------------------- 
 

One of our favourite daily snippets in the paper last week highlighted again the importance of diversification in investing, not being 
overly exposed to any one particular stock or sector and always remaining prudent in investment decision-making.  
 
Street Dogs 
By Michel Pireu – Business Day 
 
Success requires the conviction to concentrate your portfolio in your very best ideas and the common sense to nevertheless diversify 
your holdings. — Seth Klarman 
 
From Lee Brodie at CNBC: 
Jim Cramer, the “Mad Money” host, believes the key to success in the stock market involves discipline. And he believes no discipline 
is more important than diversification. “This is the single most important concept in investing,” Cramer says. “It’s the key to avoiding 
enormous losses and making sure you can weather a storm … the idea behind diversification is critical whether you own 5 stocks 
or 500. That is, diversification spreads out risk and therefore helps shareholders mitigate all kinds of developments, especially 
unexpected and negative developments. 
 
“When you get too concentrated in one area, should something bad happen, you’re going to want to throw yourself off a bridge 
because the losses will be enormous,” Cramer says. “However, if your portfolio is properly diversified, you can handle 
just about any setback. You can even come back from financial disaster.” 
 
Cramer also believes diversification involves following a rule, “one that’s simple but sometimes also painful. That is, to be properly 
diversified, you must only ever keep 20% of your portfolio in stocks of the same sector. No matter how tempting it may be to make 
a big bet on banks as the economy turns or jump on retailers as year-end nears, you must exercise restraint. Only ever allocate a 
fifth or less of your portfolio to a single thesis, no matter how sure-fire you think it is. That means if you own five stocks, only one 
of them can be a tech stock, only one can be a healthcare stock, only one can be a financial, only one can be an energy company, 
only one can be an industrial. And if you’re not sure, err on the side of caution.” 
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S&P Fitch Moody's
A- A- A3

BBB+ BBB+ Baa1
BBB BBB Baa2
BBB- BBB- Baa3

Sub-Investment Grade BB+ BB+ Ba1
Outlook Negative Negative Negative
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