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POSITIVE SIGNS FOR SOUTH AFRICA’S CORPORATE BOND MARKET
After the pioneering issue of the SA Breweries bond in the early 1990s, the SA
corporate bond market withered, wedged in by an avalanche of government paper on
one side, low supply from corporates on the other side, and buy-and-hold investor
attitudes in the middle. In the last 24 months, the corpse has stirred, with increased
activity in both the OTC and the listed market. A feeling of cautious optimism has been
fed by increased corporate bond activity in Australia, certain other emerging markets
and, above all, in Europe. Perhaps most important, for the first time ever in South
Africa, both issuers and investors have compelling reasons to consider corporate
bonds.

OVERVIEW

In
•
•
•
•

this briefing, we
set out strong new policy arguments in favour of a corporate bond market;
discuss six South African fundamentals favouring corporate bond issuance;
scan the recent evolution of foreign corporate bond markets, and
review recent bond issues in South Africa.

THE SIX

1. South African corporates are under leveraged.

FUNDAMENRALS

2. Corporates will need more debt.

FAVOURING THE

3. Banks are under pressure to price corporate loans correctly.

CORPORATE BOND
MARKET

4. The cost of bond finance has dropped dramatically.
5. SA institutions are underweight in bonds.
6. There is an ever decreasing supply of new government debt.

1
A way to catch up

INTRODUCTION
While South Africa has equity and public debt markets that are unusually large relative
to the size of the economy even by developed country standards, the market for
corporate debt is negligible, even in relative terms. Figure 1 compares the size of these
various markets as a percentage of GDP for a number of developed economies and
South Africa. A word of caution: as the data is drawn from the FIBV, the body
representing the world’s exchanges, it excludes OTC activity; hence the absence of the
US and UK, whose prodigious corporate debt markets are not exchange traded. Still,
the data tells a story.

FIGURE 1
Market value as a %
of GDP
Source: FIBV,
calculations
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Public Debt

TABLE 1

Composition of listed
securities by market
value in 2000
Source: FIBV

From Banks to Bonds

% of Total
Market
Denmark
Germany
Austria
Netherlands
Switzerland
France
South Africa

Listed Corporate
Debt
49%
41%
22%
17%
11%
9%
1%

Domestic
Public Debt
26%
21%
52%
22%
6%
39%
24%

Foreign
Debt
2%
8%
3%
0%
12%
0%
0%

Equity
23%
31%
23%
61%
71%
53%
75%

Figure 2 shows why most observers think that bond markets will ultimately rival banks
globally as a source of corporate funding. In the US, bond finance has exceeded bank
loans as a source of corporate funding for more than two decades. While some of the
shift to bonds (at least since 1989) reflects regulatory arbitrage set off by Basle-type
capital adequacy requirements, fundamental factors have also been at work,
particularly in the early years.

FIGURE 2
Funding of Corporates
in the US, 1987 – 2000
(% of Liabilities)
Source: Federal Reserve
Board
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Despite these
predictions, markets
have been slow to
develop elsewhere

Corporate bond markets are finally taking off in the Euro-zone and Australia. Banks
have maintained their funding dominance over bonds and equities in virtually all
emerging economies. Figure 3 shows that bank balance sheets continue to account for
the bulk of financial sector assets in emerging economies, particularly compared to
developed economies.

FIGURE 3
Banking Sector Assets
as a % of Total
Financial Institutions’
Assets, 1990’s
Source: Bank for
International Settlements
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Developing Countries

Developments in the
1990’s

The $1 trillion that flowed from developed to emerging economies during 1990-1997
came in the form of direct investment, portfolio equity and bank debt with very little
traded corporate debt instruments. The high domestic savings generated in the Asian
economies were for the most part intermediated by banks and not other financial
institutions, and therefore ultimately funded traditional bank lending. Numbers show
that by the mid 1990’s, Taiwan and Korea boasted large corporate bond markets. But
even in these countries, a true corporate bond market did not develop: whatever
corporate bond issuance there was mostly amounted to bank lending in drag, as banks
took up entire flotations to hold to maturity in loan portfolios.

TABLE 2

% of Total
Market
Korea
Chile
Mexico
Argentina
South Africa
Malaysia
Poland

Composition of
Exchange Traded
Securities by Market
Value, 2000
Source: FIBV

Why did the emerging
bond markets not take
off during the 1990’s?

•
•
•
•
•

Domestic Private
Debt
25%
15%
6%
6%
1%
1%
0%

Domestic Public
Debt
45%
20%
5%
51%
24%
0%
42%

Equity
29%
65%
89%
44%
75%
99%
58%

In some markets, governments issued very little debt, and without the benchmark
yield curve provided by a large public debt market, a traded market in lowerquality debt is a non-starter.
Weak balance sheets, abysmal disclosure, opaque corporate structures and poor
corporate governance hindered the development of the corporate market.
The absence of ratings agencies.
A dearth of institutional investors in need of assets to match long-term domestic
currency liabilities of an annuity nature.
The bullish equity market translated in to strong demand for raising cash through
rights issues and new listings.

These obstacles, for the most part, do not apply to South Africa. We have a highly
liquid government debt market and a well-established yield curve. South Africa’s
corporates for the most part have strong balance sheets and − at least compared to
Asian corporates − adequate disclosure, simplified corporate structures and reasonable
corporate governance.

2

WHY GOVERNOR MBOWENI OUGHT TO LOVE
CORPORATE BONDS!
In the last three years, developing a corporate bond market has become an important
policy objective for the governments of many emerging economies, particularly those
hardest hit by the Emerging Markets Crisis of 1997-1998. The reason is that a
flourishing domestic currency corporate bond market contributes to financial system
and economic stability, is a source of funds for infrastructure, and facilitates
competition in financial services.

Corporate bonds make
economies more
stable

POSITIVE SIGNS FOR SOUTH-AFRICA’S
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In Asia during the 1990s, banks were the main conduits for foreign debt capital. The
sudden reversal of flows in that channel caused great damage to currencies, domestic
bank balance sheets and corporates. Had these funds been invested through a traded
debt market, outflows would have been reduced, and would have caused less harm.
The key is that bond prices fall as selling increases, providing an automatic disincentive
for market participants to withdraw during a crisis. What withdrawal there is also tends
to be less damaging, as bank balance sheets are not drained. Also, by providing a
liquidity management tool, a thriving corporate debt market helps banks to manage
3
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turbulent times more effectively. And, by virtue of being a long-term form of finance,
bonds would have insulated corporates from the rapid withdrawals of short-term
credit.
Bonds are a key
mechanism for the use
of private funds in
telecommunications
and transport
infrastructure

The government has signalled that South Africa’s massive infrastructure backlog will
principally have to be privately funded. Often in such cases, commercial feasibility
depends on a funding structure that minimises the considerable risks. This requires
long-term (usually 20 years or longer) fixed interest-rate, attractively priced debt
denominated in Rand. In this way, the risks of future currency depreciations or interest
rate increases are eliminated. Debt of this nature is best provided by a liquid, traded
bond.

A private debt market
will lead to a more
competitive consumer
market for financial
products

A liquid market in non-government debt tends to increase competition, lowering prices
and increasing product choice for consumers. The listing of asset-backed securities
facilitates new entry and increased efficiency in such markets as home mortgages and
consumer finance.
Apart from the salutary effects of increased competition, liquid private debt markets
tend to make banks more efficient in direct ways. With bonds, banks can price debt
more efficiently. Banks can also adjust capital more effectively - if additional capital is
needed, banks can raise second-tier capital in the market. Also, if certain activities or
assets represent an inefficient use of capital, they can be transferred to the market
through securitisation.

3

THE SIX SA FUNDAMENTALS FAVOURING THE
CORPORATE BOND MARKET

1. South African Corporates are under leveraged.
2. Corporates will need more debt.
3. Banks are under pressure to price corporate loans correctly.
4. The cost of bond finance has dropped dramatically.
5. SA institutions are underweight in bonds.
6. There is an ever decreasing supply of new government debt.

4

SOUTH AFRICAN CORPORATES ARE UNDER LEVERAGED
Compared to global norms, South African firms rely heavily on external sources of
finance (that is, sources other than retained earnings). What is even more unusual is
that the external funding is skewed to funds raised from equity issues, with
comparatively low reliance on debt. This, in turn, results in fairly low debt-to-equity
ratios. What debt there is has tended to be short-term.
These are the findings of a comprehensive investigation into the financial structure of
South African firms listed on the JSE, conducted for this briefing. Data constraints limit

POSITIVE SIGNS FOR SOUTH-AFRICA’S
EMERGING BOND MARKET
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the coverage of the study to 1994-1999, but indications are that 2000 data will only
confirm the trends seen in the earlier data. Using standardised balance sheets
calculated by the Bureau for Financial Analysis, the study comprehensively aggregates
and then analyses the balance sheets of five categories of companies listed on the JSE:
•

Mining firms

•

All non-financial firms other than mining; this category can be further broken
down into the following four categories:
•

Manufacturing firms

•

Service firms (excluding TMT services and, again, financial services)

•

Technology, media and telecommunications firms listed on the main
board (TMT firms).

TABLE 3
Funds used to Finance Corporate Assets in various Sectors (aggregate balance sheets)
Source: Financial Accounts, BFA McGregor, Genesis
Percentage of
Total Funds

All
Non-Financial

Manufacturing

Services

Technology
Media &
Telecoms

Mining

Parastatals

Utilisation of external funding
Internal sources
External sources

34%
66%

41%
59%

24%
76%

30%
70%

40%
60%

24%
76%

Sources
Equity
Retained earnings
Debt
Long-term
Short-term

35%
34%
31%
19%
12%

32%
41%
27%
17%
10%

42%
24%
34%
23%
12%

52%
30%
18%
12%
6%

52%
40%
8%
4%
3%

20%
24%
56%
43%
13%

Total funds
% traded debt

100%
2%

100%
2%

100%
2%

100%
2%

100%
0%

100%
48%

Risk indicators
Debt/equity ratio
% of ST debt

46%
39%

37%
37%

53%
34%

28%
47%

8%
46%

127%
23%

In total, these firms showed significantly more than half a trillion rand in assets on
their balance sheets in 1999. Table 3 summarises their financial structure in 1999.
(The TMT column shows results for 1998, due to the distortions brought about by the
large-scale direct write-off of goodwill in certain cases.)
Non-financial firms

In 1999, this broad industrial and commercial category relied on external sources for
two-thirds of funds, signifying a financial sector that is active in supplying capital to
these firms. What is notable, though, is the heavy reliance on equity funding,
constituting more than half of external capital, and the correspondingly modest
reliance on debt capital. The result: a conservative debt-equity ratio of 46 percent. At
this broad level, since 1994 firms have gradually increased their use of external
financing of both kinds, with long-term (but not market-traded) debt such as bank and
group loans gradually becoming more important.

Manufacturing firms

These firms displaying a remarkably stable funding structure over 1994-1999 relying to
a larger extent than the other categories on debt, as well as retained earnings.

POSITIVE SIGNS FOR SOUTH-AFRICA’S
EMERGING BOND MARKET
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Services firms

Services firms (which exclude financial services and the ‘new economy’ firms) have
over the last six years developed a more aggressive funding structure by increasing
their use of external finance, and reducing reliance on retained earnings. In 1999, the
sector used external funding for 76 percent of its needs: 42 percent of total funding
from equity issues, and 34 percent from debt. While this group of firms has the highest
debt-equity ratio among listed categories, at 53 percent, it is likely that current low
equity valuations will encourage firms to consider further debt financing.

Technology, Media
and
Telecommunications

This category presents a fascinating picture of how a rapidly expanding sector is
funded. Analysis of this category is complicated by an accounting distortion that
appeared in 19991; therefore we only consider the period 1994-1998. During those five
years, the assets of the ‘new economy’ sector expanded four-fold. New equity issues
funded 69 percent of the expansion, retained earnings 24 percent and increased debt
only 7 percent.
The category’s aggregate debt-equity ratios stayed around the 20 percent level for
most of the period. While technology firms around the world have traditionally
shunned debt financing, telecommunications firms, in foreign markets, have been
aggressive issuers of listed corporate debt. Other than Telkom, this has not been the
case in South Africa.

A rising reliance on external sources of finance

FIGURE 4
% of Funding from
external sources, SA
Firms: 1994 – 1999
Source: Genesis, BFA
McGregor

80%

All non-financial

Manufacturing

Services

TMT

Mining

75%
70%
65%
60%
55%
50%
1999

1998

1997

1996

1995

1994

In that year firms were allowed to write off goodwill of acquisitions (the excess paid for an acquisition over its book value) against share premium, an
element of equity capital raised. The attraction of this was that it was an alternative to the more usual method of writing off goodwill against income over
time, which reduced earnings per share. But the downside is, among other things, that it obscures the true sources of funds. ‘New economy’ balance
sheets were badly affected, due to (1) the fact that the market value of most IT companies is dramatically higher than book value, resulting in high
‘goodwill’ values upon acquisition and (2) the high rate of merger and acquisition activity in the sector. This accounting manoeuvre, which is no longer
allowed, led to distorted reported 1999 balance sheets and ratios in the sector.
1
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A heavy reliance on equity throughout, and low, but rising
debt-equity ratios

FIGURE 5
Debt-Equity ratios, SA
Firms: 1994-1999
Source: Genesis, BFA
McGregor
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A slow decrease in reliance on short-term debt

FIGURE 6
Short Term Debt %,
SA Firms: 1994-1999
Source: Genesis, BFA
McGregor
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The limited use of debt finance, and particularly long-term debt, by the firms discussed
above is striking. In part this reflects the precocious development of a short-term
money market, and an underdeveloped market for long-term corporate debt. It also
means that there is large capacity for debt issuance by corporates in the future.
Parastatals

POSITIVE SIGNS FOR SOUTH-AFRICA’S
EMERGING BOND MARKET

South Africa’s parastatals display low reliance on equity and retained earnings, high
reliance on debt, particularly traded debt, resulting in an aggregate debt/equity ratio in
excess of 100 percent − in all, a radically different funding profile from their privatesector counterparts.
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5

SOUTH AFRICAN CORPORATES WILL NEED MORE DEBT
The low corporate appetite for debt financing, particularly long-term debt financing,
and the virtual absence of listed corporate debt, are the result of a number of
conditions that have held in the local market over the last five to ten years.
Many of these conditions are undergoing change at the same time. At the heart of the
matter is that firms have been cash-flush, with liquid resources and short-term debt
readily available to fund the modest investment outlays of the last few years. New
flexibility to move to a more rational financing structure is coinciding with an increase
in new investment opportunities.

High own cash
resources

Corporates have built up extensive cash resources thanks to continuing profits in
mature businesses, modest investment opportunities in South Africa, and a taxation
system that does not favour dividend payments.

Share buy back
activity

The ability of firms to buy back shares has made it possible for firms to return cash to
shareholders during periods of low investment expenditure. As South African
corporates ride the business cycle, some of those firms will consider the long-term
debt market as a sound funding alternative to the re-issue of shares.

Increased exchange
control allowances

Increased exchange control allowances for offshore corporate investment have opened
up new investment opportunities for SA firms. Table 4 shows how the relaxation
announced during this year’s budget speech allowed for an increase in the portion of
an investment that can be funded from South African cash resources. 33 percent of a
R2 billion acquisition can now be funded from SA cash sources, up from 12 percent
previously. While the benefits are less for mega acquisitions of R5-10 billion, further
relaxations - which are not implausible – would provide additional relief in these deal
size ranges. The relaxation opens up a new vista not only for the use of excess onshore cash, but also for the proceeds of domestic debt issues. Sasol’s Condea
acquisition, the first large foreign transaction to use the R500 million allowance, was
partly financed by the recent Sasol debt issue.

TABLE 4

Size of Foreign
Investment
Rm
500
750
1,000
1,500
2,000
3,000
5,000
10,000

Effect of Exchange
Control Relaxation on
Funding Offshore
Investments
Source: Genesis
calculations

Growing domestic
economy

The key unknown in
the market remains
the future issuing
behaviour of
corporates!
POSITIVE SIGNS FOR SOUTH-AFRICA’S
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Portion that can be funded from South Africa
Old Regime
New Regime
Plausible
R50m + 10%
R500m +10%
R500m + 20%
19%
100%
100%
16%
70%
73%
15%
55%
60%
13%
40%
47%
12%
33%
40%
12%
25%
33%
11%
19%
28%
10%
15%
24%

Despite a slowing international economy, South Africa’s economy now seems to have
shifted onto a growth path of around 3 percent per annum, with possible upside. If
this performance is sustained for a number of years, domestic investment
opportunities will once again increase.
Will corporates develop a greater appetite for debt as circumstances change?
And when they do, will they borrow from banks, or from the markets?

8
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6

BANKS ARE UNDER PRESSURE TO PRICE CORPORATE
LOANS CORRECTLY
Corporate bond markets have developed abroad where banks have concluded that the
costs in terms of capital requirements of holding corporate debt on-balance-sheet are
too high. The combination of the tough 1989 Basle capital adequacy requirements for
corporate debt and an increased focus on return on equity capital (ROE) by bank
shareholders has led to a serious reassessment by banks in the United States, Europe
and Australia of the appropriate pricing of corporate debt to achieve required returns.
While the ROE culture has started to take hold among the South African banking
community, there has not been the same migration of corporate debt from bank
balance sheets to the capital markets. Efforts to securitise corporate debt, such as
Kiwane, have had to deal with a continued reluctance by banks to relinquish debt.
Trends with respect to the related issue that banks may be undercharging for
corporate debt are difficult to assess, but there are indications that banks will be under
increasing pressure to price corporate debt effectively. One view is that two factors
may have allowed banks to undercharge for corporate loans: abundant capital, and
cheap financing from deposits. Both of these may be under some pressure.

Excess capital

When a bank has capital significantly in excess of its regulatory (and market)
requirements, the notional cost of capital associated with a corporate loan is just that notional. As a bank starts adjusting to higher capital requirements as set by regulators
and, implicitly, ratings agencies, and capital becomes ‘scarce’ within the organisation,
the cost of capital associated with a corporate loan becomes real, and the bank will
price to recover that cost. This situation is unfolding in South African banking.

A more competitive
market for deposits

Banks have also come under cost pressure with respect to an important source of
funds, namely retail deposits. The wholesale deposit market in South Africa has long
been very competitive. The retail deposit sector has only been shaken up in the last
three years by the advent and remarkable inroads of money market unit trusts, which
offer retail investors close to risk-free government short-term rates. While these
products do not yet offer payment services, innovations in this area are sure to come
to the market. The effect of the money market unit trusts is to raise the overall cost of
deposits to closer to risk-free rates. This in turn will place pressure on banks to fully
reflect appropriate risk premiums in the pricing of loans to corporates.

POSITIVE SIGNS FOR SOUTH-AFRICA’S
EMERGING BOND MARKET
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THE COST OF BOND FINANCE HAS DROPPED
DRAMATICALLY
Perhaps the most attractive aspect of the bond market for corporates is how
aggressively the cost of borrowing has dropped, as the composite yield curve for the
market as calculated by the Bond Exchange shows (Figure 7).
• The cost of debt has dropped by virtually 200 basis points in the year between 31
March 2000 and 31 March 2001.
• The cost of debt has dropped by more than 250 basis points in the two years
between 31 March 1999 and 31 March 2001.

nacs (%)

FIGURE 7
Government Bond
Yield Curve
Source: Bond Exchange
of South Africa
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SOUTH AFRICAN INSTITUTIONS ARE UNDERWEIGHT IN
BONDS
The depth and sophistication of South Africa’s domestic institutional investors are, in
the developing world, unique. Domestic institutions have traditionally been among the
most important investors in government and quasi-government bonds. These
instruments have generally been used to offset long-term rand liabilities as these occur
in defined benefit pension schemes and ‘immediate’ annuities on the books of pension
funds. However, defined contribution pension funds and unit trusts have also been
sizeable investors in government bonds.
Therefore it comes as a surprise to consider the possibility that South Africa’s financial
institutions may indeed be significantly underweight in fixed-income bonds. Table 5
reports on the asset allocation of four types of institutional investor − unit trusts, selfadministered pension funds, long-term insurers and short-term insurers − at the end of
1999 (this date was chosen as more recent information is not available in certain of
the categories). Out of the one trillion rand in assets directly invested in aggregate by
these institutions, R139 billion, or 14 percent, was invested in domestic bonds, virtually
all of which were government-, government-guaranteed and Eskom bonds. The
allocation to bonds pales next to the R512 billion, or 51 percent, that was allocated to
domestic equities. Figure 8 shows how that pattern is consistent across all the types of
institutions. Investment in equity is usually around 50 percent of total assets, while
investment in bonds fluctuates between the low and high teens.

POSITIVE SIGNS FOR SOUTH-AFRICA’S
EMERGING BOND MARKET

10

1 JUNE 2001

FIGURE 8
Domestic Equity and
Bond Investments by
SA Institutions (as a
% of total assets)
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TABLE 5
Bonds
Equities
Liquid
Instruments
Property &
Other
Off Shore
Total
Bonds
Equities
Liquid
Instruments
Derivatives
Off Shore
Total

Pension
Long Term Short
Total
Institutions
Funds
Insurance
Term
(s.a.)*2
Insurance
Asset Allocation in amounts (Rm)
11,479
37,501
84,760
5,313
139,053
55,363
107,370
328,705
21,355
512,793
29,944
22,456
40,420
10,741
103,561
11,637

106,921

14,430
25,176
88,895
111,216
204,140
649,701
Asset Allocation in percentages
10%
18%
13%
50%
53%
51%
27%
11%
6%
0%
13%
100%

6%
12%
100%

16%
14%
100%

6,687

125,245

44,096

128,501
1,009,153

12%
48%
24%

14%
51%
10%

15%

12%
13%
100%

100%

The allocation in these funds to bonds is low by comparison with the classical asset
allocation seen in funds in Europe and the United Kingdom. Bonds commonly comprise
one-third of a portfolio, and with shorter term and liquid paper together often
comprising as much as half of the portfolio. To achieve a bond weighting of 33
percent, the allocation of funds to bonds would have to more than double, and would,
at 1999 levels, imply additional investment into the asset class of R197 billion.
The end of the equity
bias?

2

The bias in favour of equities among South African institutions and individuals probably
reflects the investment experience in the South African economy circa the 1970s and
1980s, when equities consistently outperformed bonds. The combination of a highinflation environment and policies that cosseted the profit margins of industrial firms,
plus the occasional mineral windfall, was a recipe that consistently favoured equity
investment above fixed-income investment. The last two years are testimony to the

Self administered pension funds, net of insurance policies and unit trust investments

POSITIVE SIGNS FOR SOUTH-AFRICA’S
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fact that bonds can, under low-inflation circumstances, handily outperform equities and
that the greater risk associated with equities is not only hypothetical. It is likely that
permanently low inflation will over time lead to a larger appetite for fixed-income
instruments.
The PIC’s bond
overhang

An important exception to this story is the Public Investment Commissioners (PIC),
investment manager of the Government Employees Pension Fund. The PIC was for
many years prohibited from investing in equities, and the portfolios under its
management may contain an overhang of fixed-income paper.

9
Managing the financial
market effects of
reductions in
government debt

THERE IS AN EVER DECREASING SUPPLY OF NEW
GOVERNMENT DEBT.
As fiscal deficits fall and privatisation receipts continue to whittle down debt, the
government may gradually reduce its dominant role in the debt market, and liquid nongovernment debt will be required to take over some of the functions previously carried
out by government bonds.
Firstly, retirement funds with guaranteed pension levels depend upon a large supply of
fixed-rate debt to ensure that obligations are met. The same is true for life and other
long-term insurance. Many households rely on these financial products for long-term
financial security. These products will require a replacement for government debt.
Secondly, government bonds currently provide a yield curve against which the private
economy can price long-term debt, and so provide capital for projects: new
benchmarks for pricing medium- and long-term debt will be required. In both cases the
message is the same: South Africa needs a liquid market in non-government debt to
carry out functions previously performed by government debt.
This scenario has become reality in a number of advanced economies, most famously
the United States. Australia’s experience in this regard is discussed in a following
section.
How close is South Africa to a government paper drought? Table 6 shows how an
estimated net borrowing requirement of R7.4 billion for the financial year 2001/02 has
been whittled down further by a revenue windfall (net of expenditure overruns) of
R4.8 billion. Given the probability of a foreign debt issue this year, it is likely that, for
the first time in more than 20 years, the government will buy back more debt than it
will issue: we estimate a net buyback of around R5 billion.
We also estimate that there will be virtually no new debt issuance by the government
in the following two years (2002/03 and 2003/04). Factors contributing to this are:
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•

Additional privatisation revenues of R12 billion per year − informed estimates
put a conservative number of R60 billion on further privatisations within the
government framework.

•

Continued foreign debt issuance of $1 billion a year − the government may
proceed with foreign debt issuance for three reasons: the importance of
maintaining a market presence, the need to have USD inflow to settle maturing
sections of the net open forward position, and the desire, ironically, to starve the
local market in order to further push down interest rates.

•

Further unanticipated revenue gains should not be ruled out, but these will
come to an end at some stage, and we have not included any in our projection.
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It is likely that the sovereign will be in the market to roll over debt and to buy back
debt, but not as a net new borrower. If overall demand for fixed-interest instruments
were to increase in South Africa, investment funds will have to look elsewhere for new
paper.

TABLE 6

Estimated and
Adjusted Net
Borrowing
Requirement in
Domestic debt market
Source: 2001 Budget
Review, Genesis
estimated

Rm

1999/00

Outcome
Budgeted Numbers
Budget Deficit
16,172
Extra ordinary
Receipts
Extra ordinary
Payments
Net
Borrowing
adjustments
Revenue
windfall
Privatisation
Foreign
Loan
Issues
Adjusted net
borrowing

2000/01
Budget

2001/02

Revised

2002/ 2003/
03
04
Medium Term Estimated

23,053

21,663

24,880

24,472

24,402

(7,145)

(5,000)

(2,831)

(18,000)

(5,000)

(5,000)

1,485

2,200

2,281

571

Nil

Nil

10,512

20,253

21,113

7,451

19,472

19,402

Nil

Nil

Nil

(4,850)

Nil

Nil

Nil
Nil

Nil
Nil

Nil
Nil

Nil
(8000)

(12,000)
(8,000)

(12,000)
(8,000)

10,512

20,253

21,113

(5,399)

(528)

(598)

AUSTRALIA: THE SHAPE OF THE FUTURE?
The boom in the Australian corporate bond market has been driven by conditions
remarkably similar to those now appearing in South Africa.
Government debt has
decreased

Budget surpluses at federal level (‘Commonwealth government bonds’) and state level
(‘semi-government bonds’) have led to debt reductions in these classes. For example,
New South Wales, which has had surpluses in three of the last four years, and is
projected to for the next three years, plans to eliminate all debt by 2020.

Domestic corporate
debt issuance has
grown fast off a low
base

Corporate bond issues in 1999 − excluding self-led and kangaroo issues3 - achieved a
record level of A$8.71 billion. This is still small compared to bank lending. Last year the
Australian syndicated loan market was about A$22-23 billion, about three times the
size of the corporate debt market (in terms of gross flows).
The typical corporate bond deal last year was around $200m for an A-rated corporate,
at three to five years maturity. The largest issues, by main street banks, were about
three times bigger. The maturities are not that impressive, but it’s a start, and market
watchers foresee that this year A- issuers will be tested to ten years, and that some
BBB+ issuers may go for seven years maturity.

3

Issues by offshore issuers
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Who are the domestic issuers?
Large banks

Only the major banks have managed large, and therefore more liquid, issues. These
have been in the A$500m range, and one outstanding issue, of National Australia
Bank, has been increased to A$830m.
In South Africa, large banks like Absa and Standard have also issued recently. But the
motivation of the banks in Australia is different: while the SA banks are issuing to
increase levels of second-tier capital, the Aussie banks are replacing deposits that have
fled to other investment avenues. The Australian banks are particularly cash-hungry
because they need to fund expanding loan books, particularly in the booming
mortgage market.

Locals in A$ revenue

Austran, the power transmission utility of the state of Victoria was sold to a US power
company GPU, and renamed GPU PowerNet & GasNet. It recognised that its credit
qualities − a regulated monopoly with stable and predictable cash flows − were ideal
for capital market refinancing of its bank debt. As privatisation continues in Australia,
the debt of the privatised entities may well be similarly transferred to the security
markets.

Resources

Some of Australia’s largest resources companies, such as BHP and Western Mining,
have issued bonds. (This is not a revenue matching exercise, as revenues of these
firms are USD-denominated. Possibly, they are capitalising on the resonance of their
names in the Australian market. One wonders if, like foreign ‘Kangaroo’ issuers, they
swapped their liabilities into USD).

Kangaroo issues

Issues by foreign corporates in the Australian A$-denominated market in 1999 came to
A$5.45b. Net figures are not available. These have come in clusters of issuer types:
first Landesbanken and then US Life insurers. Fund managers suspect that
international issuers with strong ratings and easy access to Eurodollar and US markets
would only issue here where the pricing of the swap provides an arbitrage advantage.
Euromoney reports that market participants have used these issues as a signal to look
at buying a foreign issuer’s US dollar paper and swapping back into A$. Deutsche
Bank has been active in the Kangaroo market, with four of the 15 deals. The total
issue size was A$830m. They have also been active in the domestic issuer market with
seven smaller issues.

Factors increasing demand for corporate bonds
The strength in the market arises from increased demand for corporate paper at the
same time as corporates have become more interested in issuing paper.
Compulsory
retirement savings

Australian law now requires high compulsory contributions by employers into privately
managed “super-annuation” (pension) funds. Flows into these funds are estimated at
A$50 billion per year, of which a fifth, or A$10 billion, is likely to be invested in debt.

Benchmark becoming
more attractive

Australia’s macro-economy is very healthy with 4 percent growth last year, low and
stable inflation, increasing efficiency through privatisation in an open economy, and
improving savings rates. In the early 1990s, Australian government bonds yielded at
least 200 basis points over US Treasuries; that spread is now 20-50 basis points.

Both federal and state
budgets are in surplus,
leading to debt
reduction

Just at the time that government paper is becoming more attractive it is becoming
scarce.
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Factors encouraging the supply of corporate bonds
Apart from increased demand and hence better pricing, some other factors have been
encouraging Australian corporates to issue more long-term paper.
Australian companies
are increasing their
leverage

In the booming economy, many firms have significantly increased investment. At the
same time, increased share buybacks have enabled less aggressive companies to shift
their funding structure: debt may sometimes be raised to fund the buybacks.
Corporates are also looking to increase their acquisition spending.

Banks have shifted
away from cheap
corporate lending

Although syndicated lending is still three times the size of corporate bond issuance,
banks have been reassessing the profitability of corporate lending against the capital
required to be held against it. Mortgage lending, with its lower capital requirement and
higher spreads, is seen as more attractive business, as is project lending. Banks aren’t
being pushed out of this market; they’re moving out.

The money market has
become less attractive

Corporate spreads over T-bills in the money market have increased, and the market
may be becoming more volatile. From an SA perspective this is worth looking at more
closely, as here the money market has also been a mainstay of corporate funding.

Banks need to replace
fleeing depositors

As in other countries, depositors increasingly invest their money in non-bank funds.
While retail deposits are growing at a rate just below that of GDP (real!), which is 4
percent, the large banks are growing assets at 10 percent per year, leaving a gap to
be funded in the market. As we saw above, bank issues are among the most
prominent and liquid.

The ‘virtuous cycle’ effect of changing benchmarks
As the debt benchmark in Australia reflects the increasing issuance of corporate debt
(now 19 percent), managers of debt investments will increasingly buy these
instruments to track the benchmark, so cementing the market.
Liquidity
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Liquidity is still a problem, and many fund managers still buy –and hold. The secondary
market is lagging behind the primary market in terms of liquidity. The illiquid
secondary market has led to unwillingness to sell paper short, as market participants
are not certain they will obtain the paper upon wishing to exit.
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CONCLUSION
The environment for a corporate bond market in South Africa has never been as
favourable as it is now. Corporates are under-leveraged, institutions are underweight
in bonds, government is no longer a net new issuer of debt, and banks are reviewing
the true cost of corporate credit. And, from the perspective of issuers, as interest rates
have come down, the benchmarks for corporate traded debt have become particularly
attractive. As the table below shows, five of the six factors have a ‘medium’ or ‘strong’
prognosis for the next 12-24 months.
The only question mark is the corporate need for funding, which, in turn, depends
on the investment patterns of South African corporates, both in South Africa and
abroad.

The Strength of the
Six Fundamentals over
the next 12 – 24
months

1. South African Corporates are under
leveraged.

Strong

2. Corporates will need more debt.

Uncertain

3. Banks are under pressure to price
corporate loans correctly.

Medium

4. The cost of bond finance has dropped
dramatically.
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Strong

5. SA institutions are underweight in bonds.

Medium

6. There is an ever decreasing supply of new
government debt.

Strong
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ADDENDUM 1: CAPITAL MARKET DATA

1

LISTED CORPORATE BONDS
Bond

Source: Bond Exchange
of South Africa

2
Source: Bond Exchange
of South Africa
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ABSA
AB01
Investec
IV01
Standard
Bank
SBK1
SBK2
Sasol
SFL1
Kiwane
K001
K002
K003
BoE
BOE1
INCA
IN01
IN02
IN03
Iscor
IS54
IS46
IS57
IS59
Telkom
TL03
TL08

Coupon

Maturity
Date

Issue Size
Rm

Ratings

15.00%

01.03.10

1,250

AA (Fitch), AA- (CA)

16.00%

31.03.12

2,000

A+ (CA)

15.50%
13.75%

01.06.05
02.12.05

1,200
1,500

AA (Fitch)

14.00%

30.06.03

900

AA (Fitch)

12.00%
12.00%
12.00%

28.02.05
28.02.05
28.02.05

450
32
20

AA- (Fitch)
BBB- (Fitch)
Not rated

12.75%

12.12.03

1,750

A+ (Fitch)

13.50%
13.50%
14.00%

30.06.03
30.06.06
30.06.11

500
1,570
1,245

AA- (Fitch)

14.70%
10.45%
14.50%
12.50%

01.05.02
01.10.02
31.10.02
01.03.03

9,200
25,872
200
7,500

Not rated

10.75%
13.00%

30.09.03
31.05.04

2,700
3,500

AAA (Fitch) (1997)

DEBT SECURITIES LISTED PER CATEGORY
Nominal in Issue Rm
Central Government
Municipal
Parastatal/Utilities
Water Authorities
Banking
Corporate
Total

As at 30.04.01
340,522
879
38,863
14,369
16,940
12,185
423,758
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As at 30.04.00
332,085
934
44,949
11,522
8,464
7,439
405,393

NOTES
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