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Background and 
impact on the 
South African 
market

Given the rapid increase in the number of worldwide cases of COVID-19 accompanied by the decline in equity 
markets resulting from increased economic uncertainty and public health concerns, we expect valuations to 
be increasingly complex in the weeks and months to come.

The JSE All Share Index (ALSI) lost almost 35% over the period 21 February 2020 to 23 March 2020 and the 
level of volatility in the market, measured by the SAVI Index, doubled. Despite the subsequent recovery, and 
declining volatility, the index has suffered an overall decline since the beginning of January 2020.

Fig 1. ALSI vs. SAVI Index (rebased to 31 December 2019)

Source: IRESS

The impact on the various sectors has thus far been mixed, with some sectors, like telecommunications, hardly 
affected, while others, such as listed property and industrials, have been heavily impacted.
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Fig 2. Percentage change in selected sector market prices in South Africa  
(rebased to 31 December 2019)

Source: Capital IQ and IRESS

P
er

ce
nt

ag
e 

ch
an

g
e

Consumer GoodsIndustrials
PropertyHealthcare

Consumer Discretionary TechnologyFinancial

-60%

-40%

-20%

0%

20%

40%

60%

JuneMayAprilMarchFebruaryJanuary

South Africa’s economy was already weak at the start 
of 2020, starting the year in a technical recession 
after a 1.4% quarter-on-quarter decline during 
Q4 2019. An expected fiscal deficit of 6.8% and 
public debt ratio of 65.6% were presented in the 
National Budget 2020. 

With the added weakness resulting from the 
impact of the COVID-19 pandemic on the economy, 
companies in South Africa will experience further 
difficulties in determining their equity valuations and 
the assessment of the fair values of their assets. 

Preparers of valuations will therefore be faced with 
a difficult task when assessing fair values as at 
31 March 2020 and thereafter. Listed companies may 
be faced with impairment triggering events and be 
compelled to re-evaluate recoverable amounts and 
the fair values of assets.

Similarly, private equity and pension funds may 
need to assess fair values assigned to portfolio 
investments. These valuations will require significant 
professional judgment.

Valuations in general may include wider ranges 
for conclusions due to the increased volatility and 
uncertainty. 
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Our previous publication, Valuation impact of COVID-19, dated 20 April 2020, evaluated the impact of 
COVID-19 on the South African equity market, government bonds, trading multiples and whether an 
adjustment to the equity market risk premium is required, as well as comparing the affected trends in 
South Africa to those noted in developed markets. While the consequences are still evolving and the final 
impact is not yet known, this document highlights some of the challenges that preparers of valuations are likely 
to face. 

Valuations of most businesses should be impacted in (at least) four ways by COVID-19

Short-term dip in 
performance

1

The pandemic has 
impacted the supply 
and demand 
dynamics for a 
number of industries. 
This has resulted in a 
short-term dip in 
performance for 
businesses that is 
likely to last for a 
number of months.

Medium to 
long-term 
economic impact

2

There is a risk that 
short-term disruption 
may have a 
medium-to long-term 
business impact. 
Given the forward 
long-term looking 
nature of any DCF 
valuations, it is critical 
to understand the 
impact of a potential 
recession on the cash 
flow projections.

Higher cost of 
capital

3

Due to increased 
uncertainty in global 
markets and risk-free 
rates increasing in 
South Africa, returns 
required by investors 
have increased. 
We also observe a 
decrease in liquidity 
for equity investments.

Increased default/
liquidity risk

4

We are seeing an 
increasing number of 
businesses going into 
administration due to 
funding and liquidity 
shortfalls. Additional 
focus is now required 
on understanding the 
liquidity and solvency 
position of our 
valuation targets.
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1 Short-
term dip in 
performance

In the face of COVID-19, most companies have already experienced a severe decrease in performance since 
the beginning of 2020. With the slow easing of lockdown restrictions, performance will continue to be at 
decreased levels for the third quarter of 2020 and a rapid recovery is unlikely.

Many economists and the South African Reserve Bank (SARB) forecast a significant decline in South Africa’s 
real GDP in 2020 from the already subdued growth rate of 0.2% achieved in 2019. Consumer price inflation 
(CPI) for 2020 is forecast to be 3.6%, which is at the lower end of the SARB’s 3%–6% target range, and lower 
than the 2019 CPI of 4.1%.

Fig 3. Real GDP and CPI: Quarter-on-quarter change (%)

Source: IHS Markit (Q2–Q4 2020 represents forecasts)

The rand depreciated from R14.00/$ at the start of 2020 to nearly R19.00/$ on 23 April 2020. The rand has 
since recovered to just above R17.00/$ at the end of June 2020 and is expected to continue to trade on a very 
weak footing in the near term.

The SARB announced another 50 bps cut in the repo rate, effective 22 May 2020, and announced that the 
bank’s monetary policy quarterly projection model indicates two further repo rate cuts of 25 bps in the next 
two quarters of 2020, resulting in a repo rate of 3.25% by year end, compared to 6.5% at the close of 2019. 

Analysing weekly or monthly actual cash flows over the March to June period may be essential in estimating 
cash flow forecast for the next 12 months. 
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Due to heightened volatility in share prices, it may be appropriate to use volume-weighted share prices to 
determine trading multiples or compute average trading multiples over several weeks instead of daily multiples, 
and to review analyst forecasts as an additional source of benchmark data.

Fig 4. PE multiples, 31 December 2019 vs 31 March 2020

Source: Capital IQ
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Further analysis would be required to ensure that 
forward trading multiples applied in the market 
approach are based on consensus forecasts 
that consider the potential impact of COVID-19. 
Forward multiples published in early 2020 may no 
longer be a true reflection of the outlook. It may 
also be appropriate to consider the possibility that 
comparable transactions completed in 2019 or early 
2020 may no longer be relevant.

Additionally, preparers of valuations should consider 
the valuation target’s cash burn in the short term, 
which will be required to fund recovery post-
COVID-19 and to achieve the sustainable earnings 
projected. 
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2 Medium- to 
long-term 
impact

Given the forward-looking, long-term nature of discounted cash flow (DCF) valuations, it is critical to 
understand the impact of a potential recession on the cash flows projected.

Additionally, preparers of valuations should consider the impact on sustainable earnings when using the 
market approach. What was considered sustainable earnings pre-COVID-19 may no longer be the case, 
especially if the return to pre-COVID-19 profitability levels is not expected in either the near future or 
longer term. 

The PwC Economics team believes a deep recession may have already begun, while policymakers warn that 
the growth outlook remains fragile. Apart from the global pandemic, electricity supply constraints and other 
sources of uncertainty are likely to keep economic activity muted in South Africa. 

The recovery period is thus unlikely to be V-shaped and companies should consider a potential U-shaped or 
L-shaped recovery scenario.

Fig 5. Recovery scenarios

Source: PwC analysis

A U-shaped scenario would mean a sustained recession with a return to previous GDP levels over several 
quarters. Performance and overall growth would be affected for at least two years, with postponement and 
some sustained restriction on investment and consumption.

An L-shaped scenario would result in a prolonged recession with returns to performance levels experienced 
before COVID-19 not foreseeable. 
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There may be a greater need for sensitivity and 
scenario analysis (to derive probability adjusted 
cash flows) in certain areas:

• Length of time shock reflected and to
what extent.

• Length of recovery period and what the
recovery period looks like.

• Impacts to revenues, costs, working
capital, capex, financing, and government
intervention.

One may need to consider extending forecasts 
to get to a point where terminal growth factor (i.e. 
inflation) can be applied. 

Factors to consider, both in the long and short term 
will include:

• Demand volume volatility;

• Contract renegotiations;

• Loss of customers;

• Supply chain disruption;

• Foreign exchange;

• Immediate cash availability;

• Medium term cash pressures;

• Covenants and debt maturity;

• Upcoming re-financings; and

• Capital raise.

Fig 6. Scenario analysis

Source: PwC analysis
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3 Higher cost 
of capital

Unlike developed markets, for valuations of South African entities, we do not see any immediate cause to apply 
adjustments to the Capital Asset Pricing Model. 

South Africa witnessed a spike in government bond yields in March 2020 as a result of the Moody’s 
downgrade and risk aversion brought about by COVID-19. The 10-year bond yield reached a high of 12.44% on 
23 March 2020 but had decreased to 9.22% by 30 June 2020. 

Fig 7. South African Government debt: 10-year bond (rebased to 2 January 2020)

Source: Capital IQ

Our view is that the increased government bond yields in March and April 2020 capture increased market 
uncertainty and risk in South Africa.

Given the high levels of volatility during March and April 2020, there was a strong argument to place less 
reliance on a spot government bond yield and instead use the average risk-free rate for these months. 
However, it appears that the risk-free rate started to normalise in May 2020 and that, as volatility subsides, the 
risk-free rate might stabilise at lower levels than those seen in March and April. Additionally, the South African 
Volatility Index came down in May and even further in June.

Applying a specific risk premium to the cost of capital to account for the cash flow risks related to COVID-19 
should be a last resort, with the preferred approach being adjustments to the cash flows. Should a specific risk 
premium be applied, scenario analysis (applying different ranges of a specific risk premium) may be required 
to assess the impact of the severity of the shock period, the recovery period and various impacts on the free 
cash flow.
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4 Increased 
default/
liquidity risk

There has been an increase in the gearing of the ALSI over the last four months, with the median gearing 
peaking at 47% in April (77% 75th quartile).

Fig 8. ALSI gearing, 6 January 2020 – 30 June 2020

Source: Capital IQ

The dip in earnings and cash flow will result in companies finding it difficult to make interest payments and 
may put companies with higher levels of gearing at risk of default or potential covenant breaches.

Valuers will need to consider whether the valuation can be performed on a going-concern basis – i.e., will 
the valuation target still be operating in 12 months’ time? It may be more appropriate to assume that the 
business (or some segments within it) need to be valued on the basis of being put into run-off, or on a gone 
concern basis. 

If the valuation is not for financial reporting purposes then valuers will need to be mindful of the real risk of a 
business having short-term liquidity crunches, which would mean needing to consider a distressed rather than 
an orderly transaction.

The marketplace for buying and selling assets has diminished to some degree, and the market for selling 100% 
of companies may have become illiquid. A valuer may therefore need to factor in a greater illiquidity adjustment 
in the discount for lack of marketability.
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Conclusion

Preparers of valuations will need to pay special 
attention to cash flow forecasts and sustainable 
earnings, the adjustments required to reflect the 
impact of COVID-19 and the projected recovery in 
performance. This may well mean that there is more 
than one version of the truth, and, consequently, 
scenario and sensitivity analysis will be key to 
determine the most likely outcome. 

The South African environment is dynamic and likely 
to change significantly, resulting in wider ranges in 
values and the need for more frequent assessments 
and updates.
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