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Is SA corporate credit too expensive?   
Written by: Gareth Bern, Head of Fixed Income, Prudential Investment Managers 

 
Prudential has always seen corporate credit as a core asset class within the fixed income investment universe, 

since it can add value to our clients’ portfolios through the extra yield (or spread) it offers – but only where 

appropriate for the risk involved. We take pride in our robust credit research process, which we have followed for 

nearly 20 years. We have been active in the local credit market from its inception in the early 2000s, successfully 

navigating the 2008 Global Financial Crisis (GFC) and other difficult periods, to today.  

There is currently a debate over whether SA floating-rate corporate credit (in the form of floating-rate notes or 

FRNs) has become too expensive, particularly for higher-quality issuers. This would mean that the yield these 

assets now offer is insufficient for the risk involved. Low- to medium-risk unit trust funds, which have benefitted 

from strong investment inflows over the last few years, have been particularly active in deploying these new 

inflows into FRNs. 

The Prudential Income Fund has certainly benefitted from its FRN exposure, having outperformed its benchmark 

(the STeFI Composite Index) by 1.2% with a return of 8.6% p.a. (net of fees) since its inception in December 
2016.  
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Prudential’s view   
 

At Prudential, we do not believe local floating-rate credit is currently expensive. This is despite the fact that, in the 

past four years, the extra yield (or “spread”) offered by FRNs has fallen (as shown in Graph 1), no longer providing 

as much additional compensation as it did previously. In analysing this move, it is important to provide some 

historic context, and in particular to consider the starting point of the analysis. We think this historic context is 

important, as most discussions around “how expensive credit is” appear to be anchored to the market’s experience 

over the last four years.  

Looking back to 2013-14, South Africa’s fixed income market was experiencing significant weakness. First had 

come a sharp sell-off across global fixed income markets in April 2013, in what has been termed the global “taper 

tantrum” sparked by the US Federal Reserve. Then in September 2014 came the largest South African capital 

market default ever – African Bank. This further exacerbated the sell-off and pushed spreads even higher in the 

18 months thereafter, as clearly shown in the graph. We would argue that the debate around the level of credit 
spreads within the context of the last four years fails to take into account the particularly elevated starting level of 

spreads given the market context. 

In fact, the longer 10-year period depicted by Graph 1 highlights that currently, bank credit spreads look to be 

trading around their 10-year average levels. It’s also worth noting that they are significantly above their pre-GFC 

levels. So, while it is true that spreads have tightened, in a longer-term context they do not look expensive. 
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Extra yield vs extra default risk   
 

As most will know, South Africa has suffered a series of sovereign and corporate credit rating downgrades in the 

past two years. Consequently, investors should consider how much more yield they require as compensation for 

the increased risk of default. Based on the historical default experience in the US market for 10-year corporate 

issuers with a BBB credit rating, in line with South African banks, investors should demand 0.29% extra yield for 

the higher default risk (according to Moody’s, S&P and Deutsche Bank).   

However, our bank FRN spreads are currently around 1.50%-1.60%, significantly higher than the 0.29% guideline. 

Clearly, investors also need to be compensated for additional risks such as volatility and the lower liquidity (or 

tradeability) of corporate credit, but these figures do put the spreads available to investors into context. 

It is also worth highlighting that at an individual issuer level there can be borrowers whose credit is expensive and 

those whose credit is cheap. At Prudential we are very selective – we can point to a number of examples where 

we have not bid on individual corporate issues or have bid at higher spreads than the market clearing price, 
because our analysis indicated that more compensation was required for the risk. 

Examples of corporate credit that has become expensive include highly-rated borrowers like Toyota and Mercedes 
Benz. Because their credit ratings are above that of South Africa’s own sovereign rating, they have always been 

highly sought-after. But in recent years their spreads have narrowed even further – partly because regulations 

have encouraged banks to hold these instruments and have led banks to become more active in the credit market. 

The latter has made this market somewhat more liquid than in the past, helping reduce the extra yield investors 

require for a lack of liquidity. Arguably, the lower spreads that have been observed are as much a function of 

improved liquidity as anything else. 
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Glacier Research would like to thank Gareth Bern for his contribution to this week’s 
Funds on Friday. 

 Gareth Bern,  
Head of Fixed Income  
 
With 15 years of industry experience, 

Gareth Bern joined Prudential 

Investment Managers in 2004 as a 

Credit Analyst and was appointed as 

the Head of Fixed Income in 2018. He 

is the co-Portfolio Manager of the 

Prudential High Yield Bond Fund and is 

also responsible for overseeing 
Prudential’s fixed-income institutional 

mandates. Gareth’s qualifications 

include: BBus Sc (Finance), UCT; 

BComm (Hons) Accounting, UCT; CA 

(SA); CFA.   
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