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May	 2014	 was	 dominated	 by	 the	 South	 African	 general	 elections	 which	 took	 place	 in	 the	 first	 week	 of	 the	 month.	 	 The
general	election	results	were	not	unexpected	with	the	ANC	being	returned	to	power	with	a	clear	majority	vote.		The	biggest
election	 news	 was	 the	 emergence	 of	 the	 Economic	 Freedom	 Fighters	 as	 a	 significant	 political	 party	 together	 with	 the
increased	representation	by	the	DA	in	opposition.		With	parties	gaining		both	to	the	left	and	the	right	of	the	ANC,	this		may
result	in	the	party	following	a	more	centralist	policy	going	forward.

President	 Jacob	 Zuma	 announced	 his	 cabinet	 towards	 the	 end	 of	 the	 month	 and	 his	 announcement	 	 had	 a	 number	 of
surprises.	 	 From	 the	economy’s	 viewpoint	 the	biggest	 surprise	was	 the	 relocation	of	 	Pravin	Gordhan	 to	 the	 role	 of	 the
Minister	 of	 Co-operative	 Governance	 and	 Traditional	 Affairs.	 	 He	 had	 recently	 been	 making	 good	 progress	 in	 cutting
government	expenditure,	especially	on	travel	and	luxury	vehicles.				He	has	been	replaced	as	the	Minister	of	Finance	by	his
deputy	Mr	Nhlanhla	Nene.	 	With	a	number	of	other	Ministers	being	 returned	 to	 their	portfolios	 	even	 if	 their	performance
was			poor	in	their	previous	term,	it	does	appear	that	loyalty	to	the	President	has	been	rewarded.

The	platinum	strike	has	now	entered	its	19th	week,				as	some	workers	have	returned	to	work	in	order	to	put	food	on	the
table	for	their	families	violence	has	increased	in	the	Rustenburg	area.		Those	returning	workers	are	continually	under	threat
from	the	workers	 that	are	still	striking.	 	The	 latest	 figures	 indicate	 that	 the	 industry	has	 lost	R20bn	 in	 turnover,	while	 	 the
workers	have	lost	just	under	half	of	that.		No	matter	what	increases	and	concessions	are	agreed,	these	workers	will	never
be	able	to	recover	what	they	have	lost.

With	 the	strife	 in	our	mining	sector	we	saw	negative	GDP	growth	 for	 the	 first	quarter	of	 the	year.	 	GDP	slowed	by	0.6%
annualised	 and	 South	 Africa	 is	 at	 risk	 of	 Stagflation	 as	 the	 economy	 recedes	 yet	 the	 inflation	 rate	 is	 increasing.	 	 CPI
increased	to	6.1%	year	on	year,	driven	predominantly	by	increases	in	food	prices.	

Despite	the	current	poor	economic	news,	the	JSE	All	Share	Index	continues	to	hit	new	highs	with	the	index	breaking	through
the	50	000	mark	during	the	month.		The	Rand	has	also	continued	to	strengthen	and	is	in	a	recovery	phase	from	the	sharp
sell	off	at	the	end	of	2013.

We	remain	concerned	about	downside	risk	in	the	market	as	there	appears	to	be	a	large	disconnect	between	economic	data
and	market	performance.		South	Africa	does	have	a	risk	of	downgrading	 in	their	credit	rating	and	if	 that	happens	it	would
lead	to	significant	outflows	of	foreign	investment,	both	in	our	bond	and	stock	markets.
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FINANCIAL	PRODUCT	IN	FOCUS

��
FINANCING	DEPRECIATING	ASSETS

For	our	Product	in	Focus	this	month	we	look	at	how	depreciating	assets	can	impact	on	growing	long	term	wealth.		If	these
assets	are	financed	then	the	effect	is	even	more	dramatic.		The	most	common			depreciating	assets	are	motor	vehicles.	
Many	people	tend	to	view	their	vehicles	as	a	key	component	of	their	asset	base	but	in	reality,	with	the	value	of	the	vehicle
decreasing	each	month,	your	vehicle	has	 the	effect	of	eroding	your	asset	base.	 	Generally	you	buy	a	vehicle	 to	get	you
from	point	A	to	point	B	and	not	to	create	wealth.

Purchasing	a	vehicle	has	always	proven	to	be	an	expensive	exercise	and	many	finance	houses	were	created	to	provide
financing	solutions	to	assist	a	consumer	to	be	able	to	afford	a	vehicle.		If	one	looks	at	advertisements	for	new	vehicles	in	the
media,	one	will	see	that	all	the	financing	deals	use	the	same	terminology:		deposit,	finance	term,	interest	rate,	and	residual
value	(balloon	payment).		We	will	look	at	each	briefly	and	explain	why	they	are	important	for	the	finance	house.		The	most
important	thing	to	remember	is	that	for	the	finance	house	the	purchased	vehicle	is	the	security	provided	against	their	loan	to
the	consumer	(and	their	payment	to	the	motor	dealer).

Deposit	 –	 When	 providing	 financing	 for	 a	 vehicle	 some	 finance	 houses	 will	 require	 a	 deposit	 to	 be	 paid	 up	 front.	 	 New
vehicles	lose	a	significant	portion	of	their	value	as	soon	as	they	are	purchased	because,	in	effect,	they	immediately	become
second	hand	vehicles.		Since	the	vehicle	is	the	security	for	the	finance	house,	the	deposit	often	represents	their	margin	of
safety.	 	 	Secondly,	 a	deposit	 is	 also	a	good	 indicator	 for	 the	 finance	house	as	 to	 the	 customers’	 ability	 to	make	 regular
payment	as	the	deposit	is	often	higher	than	any	single	monthly	instalment.		In	practice	the	deposit	is	often	settled	via	trading
in	another	vehicle.

Finance	Term	–	This	is	simply	the	length	of	the	financing	arrangement.		Typically,	this	varies	between	3	years	and	6	years
and	 is	often	 represented	 in	months.	 	Generally	 longer	 term	deals	 result	 in	a	higher	default	 risk	 for	 the	 finance	house.	 	 In
order	to	compensate	for	this	default	risk	the	finance	house	may	require	a	larger	deposit	or	charge	a	higher	interest	rate.

Interest	Rate	–	This	is	the	rate	that	the	finance	house	charges	the	consumer	on	the	money	that	they	have	paid	across	to
the	motor	dealer	on	the	consumer’s	behalf.		The	finance	house	makes	the	bulk	of	their	income	through	the	interest	that	they
charge	 to	consumers.	 	 Interest	 rates	are	often	 linked	 to	 the	Repo	 rate	and	 thus	any	 increase	 in	 that	 rate,	will	 result	 in	a
higher	interest	charge	to	the	consumer.	

Residual	Payment	 –	This	 is	 the	amount	 that	 is	 required	 to	be	settled	on	 the	 final	payment	 to	 the	 finance	house.	 	As	 the
number	of	people	owning	motor	vehicles	has	increased,	the	finance	houses	have	had	to	respond	by	offering	more	flexible
financing	solutions.			The	way	that	they	have	achieved	this	is	by	matching	the	repayment	of	the	finance	liability	to	the	value
of	the	security.		At	the	end	of	the	financing	term	the	vehicle	owner	is	faced	with	2	choices.		One	is	to	make	the	final	payment
in	cash	or	alternatively		hand	the	vehicle	over	to	the	finance	house	to	settle	the	liability.		Residual	values	therefore	should	be
close	 to	 the	 value	of	 the	 vehicle	 that	 is	 returned	and	 they	are	 thus	good	 indicators	of	 the	 long	 term	depreciation	 rate	of
vehicles.		Currently	the	residual	values	approximate	a	15%	annual	reduction	in	value	on	the	reducing	balance	method.		The
current	 indication	 is	 that	vehicles	will	 lose	39%	of	 their	value	over	a	3	year	period	and	55%	over	a	5	year	period.	 	 If	one
looks	at	the	advertisements	one	will	often	see	residual	payments	of	60%	for	36	month	financing	deals	and	45%	for	60	month
financing	deals.

The	following	example	demonstrates	the	impact	of	the	depreciation	of	the	vehicle	and	the	interest	expense.

Example

Mr	XYZ	has	to	travel	long	distances	for	work	and	wishes	to	buy	a	new	vehicle.	He	is	considering	which	one	he	should	buy.	
He	has	calculated	that	he	can	afford	R5	000	per	month	and	is	not	in	a	position	to	afford	a	deposit.		His	three	options	are:

1.	Buy	a	vehicle	through	the	use	of	financing	with	a	residual	payment	which	will	increase	the	cost	of	the	vehicle	that	he	can
afford.
2.	Buy	a	vehicle	through	financing	with	the	entire	R5	000	per	month	being	used	to	settle	the	financing.
3.	Buy	a	cheaper	vehicle	with	lower	monthly	instalments	and	invest	the	monthly	amount	saved.

If	we	assume	that	each	finance	deal	is	for	60	months	and	the	interest	rate	is	consistent	at	the	current	prime	overdraft	rate	of
9%,	the	purchase	prices	of	the	various	vehicles	are	as	follows:

Each	 vehicle	 would	 be	 applied	 for	 the	 same	 use	 and	 we	 have	 assumed	 that	 they	 all	 depreciate	 in	 value	 at	 15%	 on	 the
reducing	balance	method.		We	have	also	assumed	that	the	investment	will	generate	a	return	of	12%	per	annum,	which	we
have	compounded	monthly.		The	charts	below	demonstrate	the	impact	on	the	wealth	of	Mr	XYZ	over	the	60	month	period.

As	one	can	see	the	following	has	happened:

•	Option	1	–	Mr	XYZ	will	have	no	asset	value	at	the	end	of	the	60	months.		His	vehicle	has	the	same	value	that	which	he
owes	to	the	finance	house.
•	Option	2	–	Mr	XYZ’s	asset	value	is	the	same	as	the	value	of	the	vehicle.		He	has	no	debt	at	the	end	of	the	period	and	now
owns	his	vehicle	unencumbered.
•	Option	3	–	Mr	XYZ’s	asset	value	is	the	value	of	his	vehicle	plus	the	value	of	his	investment.		He	has	no	debt	at	the	end	of
the	period	and	now	owns	his	vehicle	unencumbered.

There	are	a	couple	of	patterns	that	can	be	identified:

•	The	capital	 repayment	of	 the	 financing	 liability	accelerates.	 	 	This	 is	because	a	 lower	 capital	 balance	will	 incur	a	 lower
amount	of	 interest.	 	Less	of	 the	monthly	 instalment	 is	used	 to	settle	 the	 interest	and	a	greater	amount	 is	used	 to	 reduce
capital.
•	The	depreciation	of	the	vehicle	decelerates	over	time.			For	the	graph	we	have	assumed	a	monthly	reduction	in	the	value
of	1.33%,	which	will	equate	to	a	reduction	of	15%	per	annum.		We	are	using	the	reducing	balance	method	to	calculate	the
depreciation	of	the	vehicle,	therefore,	as	the	vehicle	value	comes	down	the	depreciation	slows	down.
•	The	investment	will	grow	exponentially.		This	is	because	the	investment	return	is	generated	on	the	value	of	the	investment
at	hand,	which	is	increasing	by	both	the	previous	month’s	return	as	well	as	the	monthly	contributions.

When	compared	to	the	total	instalments	made	by	Mr	XYZ	the	various	wealth	options	look	as	follows:

The	largest	impact	on	wealth	is	clearly	the	vehicle	depreciation.			With	each	vehicle	losing	55%	of	its	value,	the	higher	the
value	of	 the	vehicle,	 the	 larger	 the	 loss.	 	 Interest	also	has	an	 impact	and	 that	 is	 influenced	by	 the	value	of	 the	unsettled
liability.			Option	3	has	had	a	slight	offset	by	the	investment	growth.

If	one	had	to	extrapolate	this	behaviour	over	20	years	the	pattern	becomes	clearer.	 	We	have	assumed	that	Mr	XYZ	will
always	 drive	 the	 same	 level	 of	 vehicle.	 	 We	 have	 also	 assumed	 that	 he	 will	 always	 trade	 in	 his	 existing	 vehicle	 when
purchasing	a	new	one	and	will	utilise	as	much	of	his	investment	as	possible	to	reduce	the	amount	of	financing	required	for
the	purchase.

We	have	applied	an	inflation	rate	of	6%	per	annum	which	means	that	vehicles	and	instalments	increase	by	33.82%	every	5
years.

Each	subsequent	purchase	looks	slightly	different	as	Mr	XYZ	manages	to	reduce	financing	requirements	on	options	2	&	3.	
The	 amount	 that	 requires	 financing	 and	 the	 resulting	 finance	 instalment	 is	 demonstrated	 in	 the	 table	 below.	 	 We	 have
assumed	that	Mr	XYZ	will	continue	to	invest	the	saving.
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Option	3	allows	Mr	XYZ	to	buy	his	2nd	vehicle	with	cash	whilst,	with	Option2,	he	can	do	so	only	when	buying	the	4th	vehicle
.	While	we	have	not	taken	into	account	the	pleasure	and	pride	experienced	in	driving	a	superior	vehicle,	the	different	options
presented	are	extreme	and	one	would	have	 to	 find	a	balance	 that	would	suit	one’s	own	 financial	situation.	From	a	purely
financial	point	of	view,	it	is	clear	from	the	calculations	that	Mr	XYZ	would	be	best	served	by	following	option	3	and	purchasing
the	cheaper	run	around	vehicle.

Magwitch	are		of	the	opinion	that	purchasing	a	vehicle	is	not	a	long	term	wealth	strategy	and,	looking	at	the	analysis	above,	it
is	clear	that	careful	consideration	should	given	to	your	actual	needs,	 financial	position,	and	the	financing	options	available
when	buying	a	vehicle.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:
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• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829
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Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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