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February	2019	was	the	second	consecutive	month	to	bring	smiles	to	investors	faces.	Global	stock	markets	continued	recovering
up	with	many	indices	being	at	their	5	month	highs.
	
The	local	JSE,	helped	by	currency	weakness,	was	up	3.4%	in	the	month.		The	returns	were	mainly	driven	by	the	resources	sector,
with	gold	shares	leading	the	way.		Although	we	are	only	into	the	second	month	of	this	run	the	general	investor	sentiment	is	a	lot
more	positive.		We	spend	a	lot	of	time	with	the	various	asset	managers	and	most	of	them	are	talking	about	the	opportunities	that
they	are	currently	finding.
	
The	currency	was	a	big	drag	with	 the	Rand	losing	6%	against	 the	US	Dollar	and	8%	against	 the	Pound	Sterling.	 	Our	currency
had	been	unusually	strong	in	January	and	with	renewed	threat	of	load	shedding	the	weakness	resulted	in	us	giving	up	the	prior
month’s	returns.		The	poor	performance	of	the	local	economy	does	impact	the	Rand.
	
The	 embattled	South	African	 consumer	 continued	 to	 enjoy	 the	 slowing	 inflation	with	CPI	 dropping	 to	 4%	year-on-year.	 	 The
drop	in	inflation	was	due	to	a	lower	oil	price	and	some	Rand	strength.		With	the	Rand	weaker	and	the	oil	price	rising	we	expect	to
see	inflation	tick	up	over	the	next	few	months	driven	by	fuel	price	hikes.
	
The	big	economic	event	was	the	announcement	of	the	Budget.		Mr	Tito	Mboweni	delivered	an	honest	assessment	of	the	state	of
South	Africa’s	 finances	and	 they	don’t	 look	great.	 	We	are	very	 impressed	with	Mr	Mboweni’s	honesty	and	 it	makes	a	change
from	 the	 usual	 political	 talk.	 	 The	Government	 has	 a	 lot	 that	 it	 needs	 to	 fix	 and	 it	will	 take	 a	 lot	 of	 hard	work	 to	 rebuild	 the
economy.		There	were	no	sweeping	tax	changes	although	personal	income	tax	bracket	creep	will	mean	that	all	of	us	are	going	to
contribute	more	 to	 the	 State	 coffers.	 	 Although	 his	 hands	 were	 tired	 we	 would	 have	 liked	 to	 have	 seen	more	 effort	 made	 to
increase	investment	and	growth.
	
The	big	negative	out	of	the	Budget	speech	was	the	requirement	for	Eskom	to	receive	a	cash	injection.		Read	our	Financial	View
this	month	where	we	give	a	quick	2	cents	worth	on	the	debt	spiral	that	Eskom	are	in.
	
We	remain	very	cautious	in	the	build	up	to	the	General	Elections	in	May.		We	have	already	started	to	see	some	infighting	in	the
ANC	and	we	would	expect	that	this	would	intensify	in	the	coming	month.		Be	very	wary	of	what	you	read	in	the	news	as	a	lot	of
it	will	be	political	campaigning.		As	we	know	with	our	politicians	there	are	many	promises	that	are	made	without	any	intention	of
delivery.
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FINANCIAL	VIEW

	
THE	DEBT	SPIRAL
	
We	as	South	Africans	 love	 to	buy	 things	on	credit.	 	The	most	 recent	 edition	of	 the	Credit	Bureau	Monitor	 stated	 that	 there	are
24.05	 million	 credit-active	 consumers	 in	 South	 Africa	 with	 15.07	 million	 of	 those	 considered	 to	 be	 in	 good	 standing.	 	 The
worrying	conclusion	that	we	can	draw	from	those	statistics	is	that	37%	of	South	Africans	have	an	impaired	credit	score	–	there	is
a	risk	that	they	cannot	repay	loans	advanced	to	them.
	
The	more	worrying	 statistic	 in	 the	Credit	Bureau	Monitor	was	 that	over	 the	past	4	years	 there	have	been	630.54	million	credit
enquiries.		If	these	enquiries	are	taken	across	all	the	active	consumers	it	would	indicate	an	average	of	26	enquiries	per	consumer
or	1	every	2	months.		Just	think	of	when	last	you	applied	for	a	credit	facility.		With	South	Africans	such	fans	of	buying	on	credit
we	felt	that	in	this	month’s	financial	view	we	should	warn	about	the	dangers	of	a	debt	spiral	(and	we	provide	a	relevant	example
with	Eskom).
	
The	debt	spiral	is	a	situation	where	one	finds	oneself	with	ever	increasing	amount	of	debt.		The	main	reason	for	this	is	the	interest
charge	when	borrowing	or	buying	on	credit.		We	will	give	some	examples	of	how	the	interest	compounds	and	builds	up	–	until
breaking	point.
	
The	individual	–	how	it	is	easy	to	get	into	a	debt	spiral
(a	common	example	–	could	apply	to	you	or	someone	you	know)
	
Education
	
A	large	percentage	of	us	would	have	had	to	pay	for	our	own	tertiary	education.		Many	of	us	would	do	some	part-time	job	to	raise
additional	funds,	however	the	income	received	never	seems	to	be	enough	and	thus	a	study	loan	would	be	taken	out.	 	A	student
loan	is	generally	at	a	low	interest	rate	but	it	will	be	a	number	of	years	before	we	can	start	to	service	the	loan	(generally	when	we
start	working).	 	The	outstanding	loan	balance	will	continue	to	grow	throughout	our	studies	as	we	must	pay	for	further	years	of
education	and	as	the	outstanding	interest	is	accumulated	onto	the	capital	balance.
	
Store	Cards	and	Credit	Cards
	
Store	cards	are	an	easy	form	of	credit	in	South	Africa.		One	can	open	an	account	with	very	limited	paperwork	and	no	prior	credit
history.		Most	of	us	realise	that	we	need	a	couple	of	new	outfits	before	we	start	working	and	thus	the	store	account	becomes	our
first	place	of	easy	credit.	 	The	 retailer	knows	 the	 rate	of	default	on	store	cards	 is	 relatively	high,	 so	 they	charge	higher	 interest
rates,	and	build	in	admin	and	insurance	fees.		These	are	all	costs	over	and	above	the	cost	of	the	clothes	that	we	are	purchasing	–
but	still	we	need	to	wear	something	to	work.		We	haven’t	even	started	our	job	yet	and	already	the	debt	repayments	are	starting	to
accumulate.
	
Motor	Vehicles
	
We	have	been	working	a	short	while	now	but	South	Africa	is	a	big	country	and	our	friends,	families	and	neighbours	are	getting
tired	of	taking	us	all	over	the	show.		It	is	now	time	to	get	our	first	car.		Walk	into	any	car	dealership	and	you	will	see	a	financing
company	front	and	centre.		That	is	because	most	car	purchases	are	done	on	credit.		Well	Mr	Dealer	sells	us	a	car	that	is	right	at	the
top	 level	of	what	we	can	afford	and	Mr	Banker	makes	sure	 that	we	will	pay	for	 it	over	 the	next	5	years.	 	More	debt	and	more
monthly	repayments…
	
Unplanned	Incidents
	
Everything	is	going	just	according	to	plan.		The	instalments	on	all	the	various	debt	agreements	are	being	met	although	after	we
pay	the	instalments	there	isn’t	much	salary	left.	 	At	this	stage	we	are	close	to	dry	toast	 towards	the	end	of	each	month	and	each
pay	day	is	greeted	with	a	big	cheer.		The	problem	that	we	have	is	that	after	all	the	debt	instalments	we	don’t	have	a	single	spare
cent	to	put	anything	away.
	
Whilst	 doing	 a	 routine	 service	 for	 us	 on	 our	 new	 car	 Mr	 Mechanic	 gives	 us	 the	 bad	 news	 that	 some	 major	 repair	 work	 is
required.		It	may	cost	close	to	a	month’s	salary	but	we	just	don’t	have	the	funds.		Fortunately,	advertisers	have	been	doing	their
job	and	suddenly	we	are	on	the	phone	to	a	short-term	unsecured	lender.		Unsecured	debt	comes	at	a	far	higher	interest	rate	as	the
lender	is	there	purely	to	make	profit	on	the	advancement	of	funds	–	plus	they	need	to	cover	the	higher	risk	of	default.
	
The	first	default
	
We	were	managing	to	scrape	by	on	our	monthly	instalments	after	the	car	purchase	but	now	the	short-term	unsecured	loan	is	the
straw	that	breaks	the	camel’s	back.		We	know	that	there	might	be	a	prospect	of	a	bonus	or	a	salary	increase	in	the	future	so	even
if	 we	miss	 the	 next	 payment	 we	 know	 that	 we	will	 eventually	 be	 able	 to	 settle	 the	 debt.	 	We	 always	 have	 every	 intention	 of
repaying	everyone	that	has	advanced	us	credit.
	
Unfortunately,	 as	 soon	 as	 we	 postpone	 that	 next	 payment	 the	 lender	 adds	 penalty	 charges	 onto	 our	 account,	 logs	 the	 missed
payment	against	our	credit	score	and	calls	for	the	full	outstanding	balance.		There	is	no	way	we	can	afford	the	repayment	so	we
approach	the	next	short-term	unsecured	lender.		Our	impaired	credit	score	means	that	there	is	a	higher	interest	rate	and	we	need
to	borrow	more	anyway	to	pay	for	the	additional	charges	and	accumulated	interest	of	the	first	lender.
	
We	still	haven’t	moved	anywhere	but	now	we	are	at	 the	point	where	our	monthly	salary	 is	only	covering	 the	debt	 instalments.	
We	do	still	need	to	eat	and	get	to	work	so	we	are	forced	to	take	out	another	loan	just	to	be	able	to	put	bread	on	the	table	–	and	we
are	deep	in	a	debt	spiral.		We	have	been	unable	to	save	anything	or	put	anything	away	for	a	rainy	day.
	
Eskom	–	the	best	example	of	a	debt	spiral
	
Eskom	 is	 a	 large	behemoth	 and	 surely	with	 their	 near	monopoly	 they	 couldn’t	 get	 into	 a	debt	 spiral?	 	Unfortunately,	 they	 are
sinking	 very	 quickly,	 and	 it	 is	 all	 down	 to	 mismanagement	 and	 corruption.	 	 They	 were	 once	 the	 jewel	 in	 the	 South	 African
crown,	producing	the	cheapest	electricity	in	the	world	and	having	tremendous	excess	capacity	(so	much	so	that	they	mothballed	6
coal	fuelled	plants	as	they	were	not	needed).		International	investors	loved	them	and	Eskom	bonds	had	a	higher	credit	rating	than
the	sovereign	bonds	of	South	Africa.	
	
Eskom’s	structures	are	unfortunately	very	poor.	 	Being	state	owned	 the	management	are	often	political	appointees	with	 limited
business	acumen	or	knowledge	of	power	generation.	 	The	business	model	 is	also	weak	 in	 that	Eskom	seldom	sells	direct	 to	 the
end	user.		Often,	they	would	sell	onto	a	municipality	who	would	in	turn	bill	the	users.		With	this	model	Eskom	are	also	exposed
to	any	mismanagement	at	municipalities.
	
The	final	straw	that	broke	the	Eskom	back	was	the	decision	to	build	two	new	coal	fuelled	power	plants.		Medupi,	in	the	Limpopo
Province,	was	begun	in	2007	and	was	budgeted	to	cost	R69	billion.		Construction	of	Kusile,	in	Mpumalanga,	was	to	start	a	year
later	and	was	expected	to	cost	R80	billion.		These	plants	were	planned	to	be	the	third	and	fourth	largest	coal	fuelled	power	plants
in	 the	world.	 	They	were	originally	meant	 to	 come	online	 in	2012	and	2014	 respectively.	 	Unfortunately,	due	 to	poor	design,
poor	project	management	and	plain	corruption	both	these	plants	are	still	not	operating	at	full	capacity	and	the	final	costs	will	be
more	 than	250%	higher	 than	 the	original	budgeted	amounts.	 	The	extra	overrun	of	 in	excess	of	R250	billion	 is	 something	 that
wasn’t	in	any	cashflow	forecast	and	needs	to	be	funded	from	borrowings.
	
Further	problems	at	Eskom	are	a	high	wage	bill	(increasing	at	an	average	of	11%	per	year)	and	an	ever-increasing	debtors’	book
(Soweto	users	owe	Eskom	17bn	with	a	further	12bn	owed	by	municipalities).		Everyone	knows	if	you	spend	more	than	you	earn
you	will	get	into	trouble	and	nobody	cared.		Well	Eskom	got	into	trouble,	they	got	deep	into	a	debt	spiral.		Every	year	they	have
been	forced	to	borrow	more	and	more.		The	below	chart	plots	the	amount	of	interest	that	Eskom	have	had	to	pay	every	financial
year	(this	doesn’t	include	any	capital	repayments).	
	

In	the	last	financial	year	ended	March	2018	Eskom	paid	a	staggering	R32	billion	in	interest	on	their	borrowings.		The	problem	is
that	 they	 only	 generated	R36	 billion	 in	 operating	 cash.	 	 In	 order	 to	 continue	 investing	 into	 the	 two	 large	 power	 plants	 and	 to
repay	 any	 debt	 obligations	 they	were	 forced	 to	 borrow	more.	 	 So	much	 so	 that	we,	 the	 taxpayers,	will	 be	 advancing	 them	 an
additional	R69	billion	over	the	next	three	years.
	
The	other	problem	with	being	in	a	debt	spiral	is	that	the	cost	of	financing	goes	up.		Lenders	will	need	to	be	compensated	for	the
risk	of	default	by	increasing	the	interest	rate	that	they	charge.		Eskom	have	generally	issued	bonds	to	raise	capital.	 	A	bond	is	a
financial	 instrument	with	set	repayment	 terms	in	it.	 	Usually	the	buyer	of	 the	bond	will	receive	predefined	interest	and	get	 their
capital	returned	at	maturity	of	the	bond,	assuming	no	default.
	
Eskom	issue	their	bonds	under	their	Domestic	Multi	Term	Note	program	which	is	guaranteed	by	the	South	African	Government
(or	more	accurately	the	taxpayer).	 	In	practice	Eskom	will	create	a	bond	with	certain	characteristics	(maturity,	coupon	rate,	etc)
and	then	issue	more	and	more	of	the	same	bond	as	and	when	they	need	additional	funds.		The	ES33	bond	is	one	such	bond.		It
will	mature	15	September	2033,	 it	 is	unsecured	and	has	a	 fixed	coupon	rate	of	7.50%	per	annum	payable	 twice	a	year.	 	When
Eskom	decide	to	list	additional	ES33	bonds	they	take	into	account	their	cashflow	forecasts	for	the	year	2033	when	all	the	ES33
bonds	will	mature	as	they	will	have	a	huge	repayment	on	that	date.		For	this	reason	they	have	many	different	bonds	maturing	at
different	years	in	the	future.		For	this	report	we	have	just	focused	on	the	ES33.
	
Since	2013	Eskom	have	been	 forced	 to	discount	 the	amount	 that	 the	 lender	needs	 to	pay	 to	purchase	 the	bond	 (remember	 the
lender	will	receive	the	full	bond	value	at	maturity	in	September	2033).		The	below	chart	plots	the	price	that	Eskom	have	charged
over	the	last	10	sales	of	ES33	bonds.
	

In	April	2013	Eskom	charged	R94.54	per	R100	bond	value.	 	With	 the	7.5%	yield	 that	one	would	receive	 that	would	create	an
effective	yield	for	the	lender	of	8.05%	pa.	 	Move	forward	to	the	last	sale	of	E33	in	March	2018	where	Eskom	charged	R78.44
per	R100	bond	value.		The	yield	that	an	investor	would	now	receive	for	an	Eskom	ES33	bond	is	10.32%	pa.		Eskom	were	forced
to	offer	a	rate	2%	higher	to	potential	lenders	just	to	try	raise	capital.		Eskom	are	deep	in	a	debt	spiral.
	
How	to	get	out	of	a	debt	spiral
	
There	is	only	one	way	to	get	out	of	a	debt	spiral	and	that	is	to	ensure	that	you	are	spending	less	than	you	are	earning.		Prioritise
any	debt	 that	 is	at	a	higher	 rate	 (generally	unsecured	short-term	debt)	and	repay	 that	 first.	 	Then	 try	avoid	using	credit	 if	at	all
possible.	
	
We	recently	wrote	an	article	about	not	using	tomorrow’s	money	to	pay	for	today.		It	is	important	to	prioritise	needs	(essential	for
survival	and	would	 include	getting	out	of	debt)	over	wants	 (things	 that	are	nice	but	not	necessary).	 	 If	you	own	assets	 identify
those	that	you	can	sell	in	order	to	raise	capital	to	repay	debt.		Eskom	are	having	to	go	through	this	very	process.
	
If	you	think	you	are	in	a	debt	spiral	contact	us	at	Magwitch	and	we	will	help	you	identify	the	best	method	of	getting	out	of	it.

	

ABOUT	MAGWITCH

	
Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products	as	a
comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange • Trust	Administration

	
t:	011	453	3048 f:	011	453	0715 www.magwitch.co.za

	
Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
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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