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Key Points

  •   Weekly theme: «Recent Credit Rating Downgrades: Lessons for African Countries»

  •   Forecasts of sluggish euro-zone growth  led to losses in European stocks.

 
 Recent Credit Rating Downgrades: Lessons for African Countries

In October 2013 both Zambia and Ghana received downgrades from the global ratings agency Fitch. 
Both countries were downgraded from B-plus to B as a result of growing and persistent deficits and. 
The Zambian authorities expect a deficit of 8.5 percent of GDP in 2013, against an expected target 
deficit of 4.5 percent of GDP, and an average of 3 percent between 2006 and 2011[1]. South Africa is in 
an equally difficult position with frequent strikes in its bellwether mining and auto sectors dampening 
growth prospects while pullbacks in unsecured lending have shaved-off consumer spending. These 
developments have placed South Africa on the verge of sovereign rating downgrades and the exclusion 
of its bond market from the Citibank global bond index. These downgrades are bound to hike-up 
sovereign borrowing costs for these countries and signal contagion and/or negative rating spillover 
effects.  

Since the financial crisis of 2008-09, a good credit rating has become a key fiscal objective. This has 
implied sovereign obligors that have failed to meet their debt service payments or have exhibited 
weaker capacity and willingness to adhere to targets of GDP growth, inflation, and loan default have 
been punished with swift credit rating downgrades. In almost all cases, these downgrades translate 
into higher short and long-term sovereign borrowing rates that constrain the ability of, especially, 
emerging markets to finance fiscal spending. For instance, in April 2013, after Fitch downgraded Italy’s 
credit rating to ‘BBB+’ from ‘A-‘ the treasury was forced to pay a yield of 2.48 percent to sell € 3.3 billion 
of three year bonds compared to a rate of 2.3 percent in March 2013 [2]. Similarly, S&P’s downgrade of 
French credit rating from AA+ to AA on November 7, 2013 resulted in a jump in borrowing costs by 7 
basis points at 2.2 percent by late afternoon on the same day [3]. 

This impending rise in the cost of borrowing will impact the decision by Zambia to issue a second 
Eurobond to raise part of a 7.02 billion Kwacha (USD 1.26 billion) 2014 annual budget. Zambia has 
already raised USD 750 million with its first international bond sale in September 2012. Since then, 
yields on Zambia’s USD denominated bonds due 2022 have gone-up by 27 basis points between 
September 2012 and April 2013 (from 5.23 percent to 5.5 percent) [4]. 

1. Kolb, Robert W., (2011), “Sovereign Debt: from debt to default,” John Wiley & Sons. 
2. Reuters (2013), “Italy three-year debt cost at 2013 high after downgrade,” March 13 2013.
3. Bloomberg (2013), “France Credit Rating Cut to AA by S&P on Growth Outlook,” Nov. 8, 2013.
4. Bloomberg (2013), “Zambia Overstretching Debt With $4.5 Billion Bond Sales,” February 4, 2013.

Source: AfDB Statistics Department

Figure 1: Yields on 10 year bonds (3 month averages) 2013.
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Stock Markets
Global Markets

European stocks slipped, retreating from five-year highs, weighed by weakness in the auto and insurance sectors and sluggish 
euro-zone growth forecasts from the European Commission. The Commission cut its 2014 economic growth forecast for the 
17-nation euro zone to 1.1 percent from 1.2 percent, and raised its forecast for the unemployment rate to 12.2 percent from 
12.1 percent. The Nikkei and the CAC40 Index shed-off 0.8 percent and 0.3 percent. 

African Markets

African markets showed mixed performance. The South African All Share Index lost 0.2 percent as a result of declines in mining 
stocks taking cues from falling gold, silver and platinum prices. Nigeria’s composite index (NGSE All-share) gained (0.9 percent) 
driven by continued gains in the banking and financial services sector.

Similarly, Ghana sold a $750 million 10-year Eurobond in July 2013 in its second participation in the international bond market 
but paid a hefty premium to assuage investors wary of fiscal and current account deficits. Ghana had to offer a yield of 8 
percent on its 10-year bond to attract sufficient demand for its bond. At the time Ghana was trying to contain a budget deficit 
that surged to 11.8 percent of GDP in 2012 compared to a 4 percent in 2011[5]. Ghana is also set to issue a USD 1 billion bond 
in 2014 to bridge the fiscal spending gap. The credit rating downgrades will exact taxing yields on Ghana and Zambia’s future 
sovereign borrowing. 

Even though sovereign credit risk assessments help evaluate investment opportunities in emerging markets where problems 
of asymmetric information can be severe, these ratings generally represent the highest attainable rating by most private sector 
bond issuers domiciled within their respective country. Therefore, through the ‘sovereign ceiling channel’, credit ratings have an 
important effect on a firm’s cost of debt. Empirical evidence shows that following a sovereign downgrade, the cost of borrowing 
of firms (with ratings close to the sovereign bound) domiciled in the country and issuing US dollar denominated corporate 
bonds increases by 54 basis points compared to issuers that are further away from the bound [6]. Moreover, conditional on the 
event of a sovereign ratings change, firms that are at the bound face a probability of approximately 60 percent of obtaining 
the same rating adjustment as the sovereign within a month compared to a probability of 10 percent for firms that are within 
three notches of the sovereign rating. For instance companies from Zambia’s power utility, railway operator and road builders 
s that are en route to issuing corporate bonds will now face higher borrowing costs as a result of the credit rating downgrade 
than they would otherwise have. 

In 2013, worsening fiscal position in Kenya, Cote d’Ivoire and Zambia were primarily attributed to expansion in capital spending 
targeted at improving infrastructure projects. However, Ghana’s case is different [7]. Lagging oil production, declines in gold 
revenue and expansionary fiscal policy prior to the 2012 elections that saw large public-sector pay increases, and faltering 
tax revenue were to blame for a widening deficit. Notwithstanding the variety in principal drivers of fiscal deficit in these 
countries, efforts should be made to rein in excessive spending. Policymakers should acknowledge the positive relationship 
between fiscal transparency and better credit ratings and therefore lower cost of borrowing. Unlike in advanced economies 
where fiscal transparency influences ratings indirectly through better fiscal outcomes, in less advanced African economies 
fiscal transparency directly influences ratings by reducing uncertainty [8]. Empirical studies show that a one-standard deviation 
improvement in fiscal transparency is associated with a 1 notch improvement in credit ratings in developing economies.  
   
Irrespective of the validity of the models used by Credit Rating Agencies to evaluate credit risk in Africa or emerging market 
economies, African economies would do well to stick to fiscal targets made by their respective financial authorities. Adherence 
to fiscal targets signals commitment to macroeconomic stability, reduction in policy uncertainty and ensures predictable 
costs of borrowing. Moreover:

• African countries that are tapping into international bond markets should recognize that once initiated, rating                                        
       agencies will continually monitor the ability and commitment of countries to repay and service debt. 

• The credit ratings assessments not only review long-term perceived default risk but also ‘perceived’ 
developments within a country (for instance political risk, policy volatility). Therefore, African countries should 
examine the ownsides risks associated with participating in international financial markets and establish 
policies of sovereign debt management in the event they decide to do so.

• Sovereign obligors should put in place regulatory frameworks monitoring the access of domestic parastatals 
and private firms to international bond markets in order to limit excessive exposure. 

5. Financial Times (2013), “Deficit fears cast shadow on Ghana’s economic star,” October 31, 2013.
6. Restrepo, F., (2013), “Credit Ratings and the Cost of Debt: The Sovereign Ceiling Channel,” Carroll School of Management Boston College working papers.
7. Fitch (2013), Ghana - Rating Action Report, London, October 17. 
8. Arbatli, E., and Julio Escolano (2012), “Fiscal Transparency, Fiscal Performance and Credit Ratings,” IMF Working Paper, WP/12/156.
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Commodity Markets

Crude (Brent): The price of crude oil edged lower (0.75 percent) as a result of continued supply boom. U.S. crude oil 
prices have been pressured by a seasonal dip in demand and increasing domestic oil production that has boosted 
stockpiles.

Gold & Silver: Gold and Silver prices dipped 2.1 percent and 1.7 percent in the bullion market partly on concern that 
the US Federal Reserve would reduce the pace of monetary stimulus.

Cotton: The price of cotton edged up (0.4 percent) slightly following the upward revision of projections for US 
domestic consumption for the month of October 2013. However, data from the US Department of Agriculture show 
slowing global demand and excess supply of cotton in the 2013/2014 cotton-season. 

Coffee: The price of Arabica edged up 0.5 percent amid speculation that low prices could prompt government 
support programs for the sector in Brazil. Robusta coffee prices slipped further by 1.2 percent as expectations of 
bumper harvest in Vietnam heightened fears of oversupply. 

Cocoa: The price of cocoa inched up 1.2 percent on speculation global supply will fall as the harvest nears its end 
in West Africa. The speculative build-up in cocoa price remains strong and drives uncertainty about the direction 
of cocoa prices.

Figure 2: Price of Crude Oil Figure 3:  Oil & Metals – Weekly price changes (%)

Source : Bloomberg (Nov. 2013)

Source : Bloomberg (Nov. 2013)

Figure 4: Price of Gold (US$/t.oz)                                                                  Figure 5:  Agricultural commodities 
Weekly price changes (%)
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Food Security: Round-ups

West Africa: In coastal countries, along the Gulf of Guinea, increased supplies from the 2013 first season crops 
continue to put downward pressure on prices in several markets. In the Sahel, where harvesting of the 2013 
cereal crops has started, prices of locally-produced sorghum, millet and maize remained relatively unchanged or 
declined in October and were considerably lower than the crisis-affected levels at the same time last year. Overall, 
favourable prospects for the 2013 crop and adequate carryover stocks from the 2012 harvest, contributed to the 
stability of prices. 

Sovereign Debt Issues in Africa

African yield spreads expanded during the week. Yields 
on Nigerian 3- and 20-year bonds declined amid rising 
demand from local fund managers ahead of the close 
of the financial year. Yields on Egyptian bonds edged 
up with the average yield on seven-year bonds rising to 
13.44 percent from 13.10 percent at their last auction 
on Oct. 22. The yield on three-year bonds also rose to 
12.18 percent from 11.76 percent.
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Currency Markets

The dollar strengthened against the Euro (1.4 percent) and Yen (0.3 percent). The greenback 
remained higher after jobs data last week topped forecasts. The Euro fell after reports 
showed Euro-area industrial output fell 0.3 percent in September from a month earlier when 
it rose 1 percent.

Similarly, the US dollar strengthened against major Africa currencies. The South African 
rand weakened (2.9 percent) to a two-month low against the dollar due to concern that 
slowing growth in the euro region will weigh on South Africa’s exports as labour disputes 
in the mining industry dent investor confidence. The Naira firmed up against the US dollar 
following an increase in US dollar offered by the Central Bank (CBN) at the Retail Dutch 
Auction System window. 
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Figure 6: Weekly % Changes of Selected African Yield Spreads                                                                     

Source : AfDB (Nov, 2013)

Development Partnerships

African Development Bank: During the week, the West Africa Regional Stakeholders held a Workshop on “Ensuring 
effective disclosure, accountability and transparency processes in Bank-financed projects” in Ghana. The event is 
part of the Bank’s ongoing efforts to promote transparency and good governance in its partnerships and activities 
with stakeholders in its Regional Member Countries.
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Countries in Focus

South Africa: :  South Africa postponed the revision of mining and oil laws until 2014. The  revisions are intended to 
ensure the country benefits more from its natural resources. Proposed changes to the 2002 Mineral and Petroleum 
Resources Development Act include giving the state the right to a free 20 percent stake in all new energy ventures 
as well as compelling some mining companies to sell part of their output to local processors. Miners Anglo American 
Plc (AAL) and BHP Billiton Ltd. (BHP) have expressed concern that the measures will hurt business, discourage 
investment and may violate South Africa’s constitution and its international trade obligations.
  
Rwanda: Rwanda lowered its outlook for tea earnings after prices fell at the regional auction in the Kenyan port city 
of Mombasa, where the country channels more than two-thirds of its output. Income is forecast at $60 million this 
year, down from an earlier estimate of $83 million and compared with 2012 earnings of $66 million. Tea production 
in Rwanda is expected to rise to 28,600 metric tons in 2013 from 22,563 tons in 2012.
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Updates on African Economic Indicators

South Sudan: South Sudan has devalued its pound currency against the dollar by 34 percent.  Bank of South Sudan 
indicated the official foreign exchange rate as one dollar to 4.5 pounds from 2.95 pounds before the devaluation.

Tanzania: Annual headline Inflation rate for the month of October went up to 6.3 per cent compared to 6.1 percent 
recorded in September. Food and non alcoholic beverages inflation rate have also increased to 6.9 percent in 
October in relation to 6.5 percent in September.

Tunisia: Tunisia’s annual inflation held steady in October at 5.8 percent year-on-year, a five-year high of 6.5 percent 
in March 2013. Food and drink prices rose 7.8 percent in September, while clothing and footwear prices dropped 
7.1 percent. 

Kenya: The annual inflation rate declined to 7.8 percent in October from 8.3 percent in September, exceeding the 
upper limit of the central bank’s 2.5 percent to 7.5 percent target band for a second consecutive month.
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Global Economic Leading Indicators
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Chinese Purchasing Managers’ Index (PMI)                            India Purchasing Managers’ Index (PMI)

Japan Purchasing Managers’ Index (PMI)                USA Purchasing Managers’ Index (PMI)

                    Eurozone Purchasing Managers’ Index (PMI)                                   US Unemployment Rate

Source: US, Institute of Supply Management. 2013

Reference:
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7. Kolb, Robert W., (2011), “Sovereign Debt: from debt to default,” John Wiley & Sons. 
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papers.
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10. US Institute of Supply Management (2013)
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Appendix Table 2 : Exchange Rate Movements – Week ending 8 November 2013

        Appendix Table 1: Stock Market Movements – Week ending 8 November 2013
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Source : ADB Statistics Department November 2013. 
* in the interbank currency market.

Source: Bloomberg. * value at end of 09/11/2013


