
in te r n a l  and e x te rn a l  f a c to r s ,  th e  h ig h e r  th e  l e v e l  o f  b u s in e s s  r i s k ,  as 

u n c e r ta in ty  ab o u t f u tu r e  I n te r n a l  and e x te rn a l  f a c to r s  r e s u l t s  in  a 

g r e a t e r  v a r i a b i l i t y  in  f u tu r e  p r o f i t s  and cash  flow . T h is  r e s u l t s  in  

g r e a t e r  u n c e r ta in ty  o r  r i s k  o f  d e fa u l t  in  th e  f u tu r e .

I n te r n a l  f a c to r s  wnich im pact f u tu r e  r e tu r n s  in c lu d e  th o se  which a l t e r  

t h e  o p e ra t in g  e f f ic ie n c y  o f  th e  f irm . For exam ple, changes in  

management o r  lab o u r problem s may r e s u l t  in  reduced o p e ra t in g  e f f ic ie n c y  

and r e tu r n s  a s  a change in  management in  an o rg a n is a t io n  co u ld  r e s u l t  in  

reduced  e f f ic ie n c y  w ith  low er r e tu r n s .  A company w ith  an u n s ta b le  

m anagerant in  a c o n s ta rc  p ro cess  o f  change th e r e fo r e  has an in h e re n tly  

g r e a te r  l e v e l  o f  in te r n a l  b u s in e ss  r i s k .  S im ila r ly  a  b u s in e ss  w ith  an 

u n s ta b le  la b o u r  fo rc e  has  a g r e a te r  deg ree  o f  i n te r n a l  b u s in e ss  r i s k  

th an  a  company w ith  a very  ta b le  la b o u r  fo rc e .

Companies w ith  u n s ta b le  and u n c e r ta in  e x te rn a l  fa c to rr ,  a re  s u b j t c t  to  a 

s u b s ta n t ia l ly  h ig h er le v e l  o f  b u s in e ss  r i s k ,  th an  companies w ith  more 

s ta b le  and c e r t a in  e x te rn a l  f a c to r s .  These e x te rn a l  f a c to r s  may in clu d e  

changes in  co m p e titio n  and m ark e ts . T h e refo re  companies in  i n d u s t r ie s  

w ith  n w e ro u s  co m p e tito rs  and numerous changes in  th o se  co m p e tito rs  w i l l  

be s u b je c t  t o  a g r e a te r  le v e l  o f  b u s in e ss  r i s k .  S im ila r ly ,  wfrere 

p ro d u cts  and m arkets r r e  c o n tin u a lly  in  a s i t u a t io n  o f  f lu x ,  tiiose  

com panies, in  t h a t  e x te rn a l  environm ent, have a g r e a te r  l e v e l  o f  

in h e re n t  e x te rn a l  b u s in e ss  r i s k  ( e .g .  e le c t ro n ic s  m an u fa c tu re rs ) ,

(ID Financial Bisk
Linked to  b u s in e ss  o p e ra tin g  r is k  and an in te g r a l  p a r t  o f  d e fa u l t  r i s k ,  

i s  f in a n c ia l  r i s k .  F in a n c ia l r i s k  i s  r e la te d  to  th e  manner in  which a



company f in a n c e s  i t s  a c t i v i t i e s ,  and can  be a s se s se d  by rev iew ing  i t s  

c a p i t a l  s t r u c tu r e .  I h i s  r 4 k i s  c re a te d  by th e  in tro d u c tio n  c f  f ix e d  

f in a n c ia l  o b l ig a t io n s  th a t  a firm  i s  re q u ired  to  m eet. These 

o b l ig a t io n s  a re  a re? > d t o f  th e  need t o  s e rv ic e  d e b t th rough  th e  payment 

o f  i n t e r v s t  and repaym ent o f  c a p i t a l  on m a tu r ity .  F in a n c ia l  r i s k  i s  

c re a te d  by th e  in tro d u c tio n  o f  d e b t where a  company u n ab le  to  g e n e ra te  

s u f f i c i e n t  cash  to  m eet d e b t and i n t e r e s t  ch a rg es  would be in  d e f a u l t .

D e sp ite  t h i s  f in a n c ia l  r i s k ,  f irm s  a re  a t t r a c t e d  to  d e b t f in a n c e  due to  

th e  le v e ra g e  ad v an tag es  they  may o b ta in .  Where i n t e r e s t  ch a rg es  a re  

below th e  r e tu r n  on th e  funds In v e s te d , d eb t w i l l  reduce th e  companies 

c o s t  o f  c a p i t a l  r e s u l t i n g  in  s u p e r io r  r e tu r n s  to  th e  p a r t i c u l a r  f irm . 

When a p p lie d  w ith  i t s  assum ptions t h i s  i s  c o n tra ry  t o  M odig lian i and 

M i l l e r 's  (M-M) th e o ry . M-M argue t h a t  Vr mix o f  d e b t  and e q u ity  i s  

i r r e le v a n t  in  o b ta in in g  th e  op tim al c a p i t a l  s t r u c tu r e  and t h a t  in v e s to rs  

w i l l  a rb i t r a g e  o u t any s u p e r io r  r e tu r n  en joyed on a  lev e rag ed  company's 

s h a re s .  T h is  w i l l  r e s u l t  u l t im a te ly ,  in  th e  same c o s t  of c a p i t a l ,  

r e g a r d le s s  o f  c a p i t a l  s t r u c tu r e .  U nderly ing  th e  b a s ic  p ro p o s it io n s  o f  

th e  M-M th eo ry  a re  se v e ra l  assu m p tio n s . The b a s is  o f  th e s e  assum ptions 

i s  t h a t  c a p i t a l  r -k e ts  a re  p e r f e c t .  They assume th a t  in fo rm a tio n  i s  

c o s t l e s s ,  th e re  a re  no t ra n s a c t io n s  c o s ts  and no ta x e s  e x i s t  (M ille r  and 

M odiglian i -  1958 -  p g .2 9 0 -2 ).

These assum ptions do n o t apply in  p r a c t ic e  as  c a p i t a l  m arkets a re  in  

r e a l i t y  im p e rfe c t. The e x is te n c e  o f  im p e rfe c tio n s  r e s t r i c t s  a rb i t r a g e  

and a ls o  c r e a te s  c o s ts .  C o sts  o f  bankruptcy  e x i s t  in  th e  r e a l  world and 

con seq u en tly  h ig h ly  lev e red  f irm s wh. -:h run g r e a te r  r i s k  o f  bankruptcy 

a re  more expcaed to  t h i s .  Bankruptcy c o s ts  th e re fo re  in c re a se  f in a n c ia l
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r i s k  and push up th e  premium o r  t . v  o f  c a p i t a l ,  due to  th e  lo s s e s  t h a t  

may o ccu r in  th e  c a se  o f  bankrup tcy  (se e  F ig  3 .2 ) .

W ith ____
Bankruptcy " 7  
C oats . ,

Required 
R etu rn  r 
Equ ity Pr^nltan

f o r  F in a n c ia l
Risk

Prenjiur, fo r  
B usiness Risk

Risk Free. Rate

Leverage 8 /5

FI# 3 .2

Source: Van Hom e, J ,C .  -  F in a n c ia l  Management in d  P o lic y  -  1980 -  
pg .276 .

O tlx r  m arket l # e r f e - l i o n s  t h a t  d isp ro v e  th e  assum ptions o f  M-M a ls o  

have an im pact on premiums. These a re  n o t d isc -issed  in  any d e ta i l  as 

they  a re  o u ts id e  th e  a re#  covered by t h i s  p ap er. These r e s t r i c t i o n s  

in c lu d e  th e  e x is te n c e  o f  ta x e s  and th e  i n a b i l i t y  o f  in v e s to rs  to  borrow 

a t  th e  same r a t e s  a s  com panies. The e f f e c t  o f  th e s e  i s  to  a l t e r  th e  

shape o f  th e  c o s t  o f  c a p i t a l  l i n e .  The e f f e c t s  o f  tax  se rv e  to  recuce 

th e  c o s t  o f  c a p i t a l  w h ile  bankruptcy  c o s ts ,  in c re a se  th e  c o s t .  The 

graph  below shews th e  in te r a c t io n  o f  th e s e  f a c to r s  and k,hs . an optim al 

s t r u c tu r e  i s  u l tim a te ly  reached (F ig  3 .3 ) .



I

F ig  3 .3

P olicy

These m arket Im p erfec tio n s  i l l u s t r a t e  t h a t  an o p tim al c a p i t a l  s t r u c tu r e  

e x i s t s  in  r e a l i t y  and t h a t  f in a n c ia l  r i s k  i s  in c re a se d  ty  ; 

c r e a te s  a r i s k  premium. I t  i s  & iso suggested  t h a t  t h i s  premium i s  

r e f l e c t e d  in  bo th  th e  v a lu e  o f  e q u ity  and d e b t .  T h is  i s  due to  the  

m arket in p e r f e c t io n s  adding c o s ts  to  le n d e rs ,  as  th e  m ajor r i s k  to  i 

le n d e rs  a re  exnosed i s  f a i l u r e  to  n.eet o b l ig a t io n s  and r e s u l ta n t  

ban k ru p tcy . The recovery  o f  c a p i t a l  and i n t e r e s t  may be de layed  in  

th e s e  c ircu m stan ces  and in v o lv e  c o s ts  to  le n d e rs  a s  th i r d  p a r t i e s  become 

invo lved  whose c o s ts  must be deducted from th e  l iq u id a t io n  proceeds 

(even i f  d e b t i s  se cu re d , Therefore in  p r a c t ic e  le n d e rs  a re  l ik e ly  to  

in c u r  c o s ts  and when deo t I s  unsecured  ;nay n o t •’eco v er th e  f u l l  amount 

o f  t h e i r  c a p i t a l  and a r r e a r  i n t e r e s t .  As th e  bankruptcy c o s ts ,  

in iM a l ly  a."signed away by M-M, do e x i s t  in  p r a c t ic e ,  th e  in c re a se d  

l ik e l ih o o d  o f  t h e i r  o ccu rren ce  w i l l  add a premium Lc the  v a lu e  o f  a J 1 

s e c u r i t i e s ,  In c lu d in g  d e b t.



In  p r a c t ic e ,  f in a n c ia l  r i s k  and b u sin ess r isk  are a lso  In te r -r e la te d .  

Where e a rn in g s  a re  e r r a t i c  and b u sin ess  r i s k  I s  consequently h igh , the 

r i s k  o f  f a i l u r e  s h ig h e r  and as  a r e s u l t  pushes up f in a n c ia l  r is k .  

T h e refo re  improved o p era tin g  e f f ic ie n c y  can  reduce b u sin ess  r i s k .  T his 

as  F re d e r ic k  Joseph p o in ts  o u t ,  i s  e s s e n t ia l  to  reducing f in a n c ia l  r i s k  

as  i t  i s  th e  f ir m s ' o p e ra tin g  a b i l i t y  and i t s  cash  gener tin g  

c a p a b i l i t i e s  t h a t  u l t im a te ly  s e rv ic e s  th e  d eb t (F in a n c ia l  Executive -  

O ctober 1 9 % ). S ta b le  o p e ra tin g  perform ance e n su re s  tiiore p r e d ic ta b le  

cash  flo w s and p ro v id es  g re a te r  ass  ran ee  t h a t  d e b t w i l l  be se rv ic e d .

A ll th e  r i s k s  id e n t i f i e d  do in  some o r  o th e r  way a f f e c t  y ie ld s .  The 

sy s te m a tic  r i s k s  which im pact y i e ld s ,  r e s u l t  only from movements in  the  

f a c to r s  I d e n t i f i e d  p re v io u s ly . F or example, p u rch asin g  p ^ e r  l e v e l s  o r  

i n t e r e s t  r a t e s  a re  n o t r i s k s  in  them selves and a t  a poinx in  Ume th e  

e f f e c t  on bond p r ic e s  w i l l  be th e  same a c ro ss  a l l  c a te g o r ie s  o f  bonds. 

Y ie ld s  w i l l  move as  a r e s u l t  o f  change" m  i n t e r e s t  r a t e s  or 

in f l a t i o n a r y  e x p e c ta tio n s . The r i s k  i s  th e re fo re  t h a t  bond y ie ld s  w il l  

a l t e r  as a r e s u l t  o f  changes l r  th e s e  f a c t r r s .

U nsystem atic  r i s k s  d i f f e r  in  th a t  they  a re  r e f le c te d  in  a bond premium 

o r  s p re a d . T h erefo re  a s p e c if ic  ca teg o ry  w i l l  a t  any p a r t i c u l a r  tim e 

( fo r  th e  m ost p a r t )  enjoy a c e r t a in  le v e l  o f  unsystem atic r i s k  (be i t  

d e fa u l t  o r  m a rk e ta b ili ty  r is k )  w hereas bonds a re  exposed to  sy s te m atic  

r is k  and r e a c t  to  changes in  i t .  The diagram  below (F ig  ) ,# )  shews the  

y ie ld s  f o r  c la s s e s  o f  bond over a perio d  o f  tim e in  th e  U nited S ta te s .  

The bends in  th e  c h a r t  in c lu d e  M unicipal, Government, High grade and 

4e/'iurn grade c o rp o ra te  bonds. The chart i l l u s t r a t e s  t h a t  spreads e x W

- . v . . .  . ^  .



between th e  v a rio u s  c la s s e s  o f  bonds, depending upon th e  r i s k s  to  which 

they  a re  exposed a t  a g iven  tim e and how they  i n te r a c t .
Percent per annum

r i rn i ) i t i i i t r-t t i t tit ? i n i rrTT-rr r n t m t i i t i n t i i r ’ t t i n tM n te

Corporate Baa 
Mcwdy'

Corporate Aaa
Moody s

'  V
1 State and local 

government 
Moody's

U .S ..o v e m m e n t
High-grade mimlcipal 
Standard & Poor's

1940 1950 i960
: Investm ent A nalysis and P o r tfo l io  

Cohen, Z inbarg and Z eik el -  pg .46?.

1 8 7 0

em ent

As in d ic a te d  by F igure  l .U , u n sy stem atic  r i s k s  a f f e c t  the  premiums 

a t ta c h in g  to  bonds and a re  th e re fo re  c r i t i c a l  to  unders tan d in g  the  

v a lu a tio n  o f  bonds o th er than  r isk ie r* , government bonds. The im pact o f  

thes«* i s  examined in  the fo llow in g  s e c t io n ,  which a n a ly ses  the e f f e c t s  

o f  the most Important o f  th ese  r is k s , namely d e fa u lt  r is k .



B efore  exam ining th e  e f f e c t  o f  d e fa u l t  r i s k  on y i e ld s ,  i t  i s  necessary  

to  b r ie f ly  a s se s s  th e  im pact o f  th e  v a rio u s  o th e r  components o f  

u n sy s te m atic  r i s k .  These components in c lu d e  m a rk e ta b i li ty  r i s k  and 

i s s u e  s p e c i f ic  r i s k s .  M a rk e ta b il ity  r i s x  i s  l ik e ly  to  b e  Impounded in to  

s e c u r i ty  p r ic e s  by th e  l e v e l  o f  a c t i v i t y  in  a p a r t i c u l a r  s e c u r i ty .  

T h e refo re  l e s s  m ark e tab le  i s s u e s  a re  l i k e l y  to  t ra d e  a t  a premium as  

compared t o  more m arke tab le  i s s u e s .

Iss u e  s p e c i f ic  r i s k s ,  such a s  a c a l l  o p tio n  on bonds, a re  l ik e ly  t o  have 

a s im i l a r  e f f e c t ,  a s  an is s u e  w ith  a c a l l  o p tio n  i s  l ik e ly  to  t ra d e  a t  a 

premium a s  compared w ith  a s im i la r  i s s u e  w ith o u t such  an o p tio n . O ther 

i t s u e  s p e c i f ic  r i s k s  in c lu d e  re in v estm en t r i s k ,  th e  e f f e c t  o f  which i s  

s im i la r  to  i n t e r e s t  r a t e  r i s k ,  and i s  n o t d e a l t  w ith  in  t h i s  paper.

3 .3 .1  The Im pact o f  R i s k s o th e r  th an  D e fa u lt

th e  p rev io u s  s e c t io n  has b r ie f ly  examined th e  v a rio u s  r i s k s  a f f e c t in g  

th e  v a lu e s  o f  c o rp o ra te  bonds, th e  m ost s ig n i f ic a n t  o f  which in c lu d e  

m a rk e ta b i l i ty  r i s k  and c a l l  r i s k .  These a re  " q u a n ti f ie d "  by m arkets and 

a re  impounded in  th e  bond p r ic e s .  These r i s k s  a re  th e r e fo r e  in  

them selves n o t l ik e ly  to  i n h ib i t  t r a d e  because o f  d i f f i c u l t i e s  in  t h e i r  

q u a n t i f ic a t io n  co nsequen tly  in  th e  d e te rm in a tio n  o f  f a i r  bond 

v a lu e s .

S im ila r ly ,  th e  e f f e c t s  o f  o th e r  u n sy stem atic  r i s k s  such a s  p r ic e  r i s k  

and re in v es tm en t r i s k ,  as  w ell as  sy s te m atic  r i s k s  such as  i n t e r e s t  r a te  

and p urchasing  power r i s k  w il l  n o t be Impounded in  a bond p r ic e  premium, 

as th ese  r i s k s  a re  r i s k s  o f  o a n g e  a s  opposed to  le v e l  and do n o t a f f e c t  

bond v a lu e s  a t  a p o in t  in  tim e.



D e fa u lt r i s k  I s ,  t h e r e fo r e ,  th e  on ly  rem ain ing  r i s k  and i t s  im pact on 

bond p r ic e s  a s  i l l u s t r a t e d  by U S. re se a rc h  I s  very  s ig n i f i c a n t .  The 

im portance o f  q u a n tify in g  bond r i s k  i s  th e r e fo r e  c r i t i c a l  to  th e  

v a lu a t io n  p ro c e ss ,  a s  i s  w e ll I l l u s t r a t e d  by th e  re s e a rc h  in  th e  

fo llo w in g  s e c t io n .  T his re se a rc h  h ig h lig h ts  t h a t  bond p r ic e s  a re  

a f f e c te d  by t h e i r  d e fa u l t  r i s k  and th a t  d e fa u l t  r i s k  i s  w ell q u a n ti f ie d  

by th e  q u a l i ty  r a t i n g s  a ffo rd e d  c o rp o ra te  bonds in  th e  U nited  S ta te s ,

3 .3 .2  The Im pact o f  D e fa u lt  Rian

The re s e a rc h  in  t h i s  s e c l io n  shows th a t  changes in  economic c o n d it io n s  

which in c re a se  th e  r i s k  o f  f a i l u r e ,  r e s u l t  in  changes in  d e fa u l t  r i s k  

and a s  a r e s u l t  th e  y ie ld s  on bonds. The re s e a rc h  in d ic a te s  t h a t  y ie ld s  

a re  a f f e c te d  by c r e d i t  r i s k  and th a t  . n fo ro a t io n  i s  o f  s ig n i f ic a n c e  in  

th e  v a lu a t io n  p ro ce ss .

S o ldofsky  and M il le r  analysed  th e  in te r a c t io n  o f  r i s k s ,  by m easuring the 

s ta n d a rd  d e v ia t io n s  in  r e tu rn s  o f  v a rio u s  c a te g o r ie s  o f  bond. T h eir 

a n a ly s is  showed t h a t  th e  s ta n d a rd  d e v ia t io n s  o f  annual y ie ld s  on 

lo n g -te rm  governm ent d e b t was 5,121 whereas t h a t  in  AAA grade bonds was 

H,02, and 4,30% and on AA and A g rade  bonds r e s p e c tiv e ly

(S oldofsky  and M il le r  -  Jo u rn a l o f  F in an ce , June 1969, pg.M W ). This 

r e s u l t  would appear in c o r r e c t  w ith o u t u n d e rs tan d in g  th e  i n te r a c t io n  o f  

v a rio u s  r i s k  components, and w ith o u t u n d e rs tan d in g  th e  e f f e c t s  o f  

d e fa u l t  r i s k .

Long-term  government bond y ie ld s  a re  only  a ff e c te d  by i n t e r e s t  r a t e s ,  

pu rch asin g  power and m arket l e v e l ” . Changes in  t h e i r  y ie ld s  would only
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a r i s e  a s  a r e s u l t  o f  changes In  th e s e  f a c to r s .  The r i s k s  to  which 

governm ent bonds a re  exposed would th e r e fo r e  in c lu d e  i n t e r e s t  r a t e  r i s k ,  

p u rch a s in g  power r i s k  and m arke t r i s k .  C orporate  bonds or, th e  o th e r  

hand a re  a f f e c te d  by o th e r  r i s k s ,  and in  p a r t i c u l a r  they  a re  a f f e c te d ,  

t o  v a ry in g  d e g re e s , by b u s in e ss  o r  d e fa u l t  r i s k  (depending on th e i r  

q u a l i t y ) .

The r i s k  components d isc u sse d  above w i l l  o f f s e t  each  o th e r  a t  v a rio u s  

s ta g e s  o f  th e  b u s in e ss  c y c le .  T h is  i s  ev idenced  by th e  f a c t  t h a t  y ie ld  

v a r i a t i o n s  a re  sm a lle r  in  th e  c a se  o f  c o rp o ra te  bonds a s  compared w ith  

governm ent bonds. The in te r a c t io n  o f  th e  above r i s k s ,  i s  a r e s u l t  o f  

t h e i r  o f f s e t t i n g  each  o th e r  d u r in g  th e  v a rio u s  s ta g e s  o f  th e  economic 

c y c le .  D uring an expansionary  upward movement in  th e  economic c y c le  

in v e s to r s  reg a rd  th e s e  bonds a s  im proving in  q u a l i t y ,  t h i s  red u ces  th e  

l e v e l  o f  d e f a u l t  r i s k  to  which th e s e  bonds a re  exposed, th e re b y  reducing  

y i e l d s .  However, th e  In cre a sed  demand f o r  money d u r in g  an economic 

u p tu rn  c au ses  i n t e r e s t  r a t e s  t o  r i s e  and p r ic e s  to  f a l l  w ith  th eso  

reduced  l e v e l s  o f  d e fa u l t  and h ig h e r  i n t e r e s t  o f f s e t t i n g  each  o th e r .

T h is  in te r a c t i<  1 does n o t o ccu r in  th e  c ase  o f  lo n g -te rm  government 

bonds which a r«  ,nly a ff e c te d  by I n te r e s t  r a t e s  and o th e r  sy s te m atic  

f a c to r s  s v  m arket and p urchasing  power l e v e l s  (Soldofsky  and M ille r  

-  Jo u rn a l o F ’ nance, June 1969 -  p g .4 4 5 ). The above a n a ly s is  th e re fo re  

p ro v id es  c ld e n c e  in d ic a tin g  h a t  y ie ld  cu rves on c o rp o ra te  bonds a re  

p a r t ly  a f f e c te d  by th e  exposure  o f  c o rp o ra tio n s  to  d e fa u l t  r i s k .

In Soldofsky and M i l le r 's  a n a ly s is  o f  th e  e f f e c t s  o f  th e  1958 economic 

recovery  on bond r e tu r n s ,  f u r th e r  ev idence was prov ided  as  to  the  

e f f e c t s  o f  c r e d i t  r i s k  nn bond y ie ld s .  n t h e i r  stu d y  they  found r is in g
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i n t s r e s t  r a t e s  c au sin g  govsrrm ent bond y ie ld s  to  r i s e  and p r ice s  to  

f a l l .  A n e g a tiv e  r e tu r n  o f  5 ,31  was experienced  on f i e s e  bonds during  

t h i s  p e r io d .  High g rade  bonds experienced  a 0 ,5 1  n e g a tiv e  return and 

low er q u a l i t y  ?onds shewed p o s i t iv e  r e tu r n s  (Soldofsky  and M iller  -  

Jo u rn a l o f  F in an ce , June 1969, pe.4 '13 ). Th r e s u l t s  o f  th e  r< march 

com pleted In d ic a te  t h a t  th e  le v e l  o f  d e fau lt, r i s k  d e c lin e d  due t e  th*. 

Improved economic c l im a te , r e s u l t in g  in  low er y * ld a .

The above f in d in g s  a re  supported  by Altman and Nammacher In  t h e i r

a n a ly s is  o f  c o r r e la t io n s  between T reasury  bond end C o rp o rate  bond 

y i e ld s  They found th a t  y ie ld s  on T reasury  bonds . : r 4 A,*'-A corporate  

bonds have c o r r e la t io n s  o f  0 ,8 6 . T reasury  Heno have

c o r r e la t io n s  o f  0 ,7 7  w h ile  c o rp o ra te s  with r a t i , * '  have even

low er c o r r e la t io n s  o f  0 ,51  (Altman and Nammacher -  F inano ie*  A n a ly sts  

Jo u rn a l -  Ju ly /A ugust 1985% T his fu r th e r  I l l u s t r a t e s  the e f f e c t s  o f  

d e fa u l t  r i s k  end tt.e  i n te r a c t io n  o f  I n te r e s t  r a t e s  and d e fa u lt  r is k  on 

y i e ld s .  In  th e  c a te  o f  low -grade bonds th e  exposure  »o fa i lu r e  l a  

h ig h e r  and th e  impact o f  d e fa u l t  r i s k  i s  g r e a te r ,  as  in d icated  by th e  

low er c o r r e la t io n  w ith  t re a s u  y bonds.

Further e f f e c t s  o f  d e f a u l t  r i s k  and changes in  bond exposure  t o  t h i s  

r i s k  a re  i l l u s t r a t e d  in  th e  e m p iric a l re se a rch  d isc u sse d  below . T h is  

r e se a rc h  in d ic a te s  t h a t  poorer bond q u a l i ty  and in c re a se d  exposure  to  

d e fa u l t  r i s k  w i l l  cause  bonds to  t ra d e  a t  a p r w ' urn. The p o o rer th e  

q u a l i ty  th e  g re a te r  i s  th e  bond premium, which In d ic a te s  the 

s ig n if ic a n c e  o f  d e fa u l t  r i s k  in  th e  v a lu a tio n  p ro cess .
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<a) B n a lr lc a l .S tu d le a  on th e  I m a c L j r  D e fa u lt  B lak on Y lftlds

Having c i t a b l ia h a d  t h a t  d e f a u l t  r i s k  im pacts th e  v a lu e  o f  bonds th e  

re s e a rc h  d isc u sse d  below h ig h l ig h ts  how bonds o f  low er q u a l i t i e s  t ra d e  

r t  premiums in  r e l a t i o n  to  investm en t q u a li ty  bonds. However, th e  

r e s u l t s  o f  th e s e  s tu d ie s  a re  n t  e n t i r e ly  c o n c lu s iv e , a s  some o f  th e  

f in d in g s  s u g g e st t h a t  premiums on low grade bonds a re  in  ex cess  o f  r i s k ,  

w h ile  o th e r s  argue th su  th e s e  r e tu rn s  a re  f a i r ,  A review  o f  re s e a rc h  o f  

company r i s k  a d ju s te d  y ie ld s  i s  prov ided  belcw . In  a d d it io n ,  in  o rd e r  

to  u n d ers tan d  th e s e  r e la t io n s h ip s ,  re se a rc h  on th e  e f f e c t s  o f  economic 

c o n d it io n s  and th e  e f f e c t s  o f  i n t e r e s t  r a t e  movements on b eh av io u r i s  

an a ly se d ,

W ein ste in  (1987) reviewed th e  perform ance o f  low -grade bonds d u r in g  th e  

p e rio d  1 # ?  74. The a n a ly s is  d id  n e t  d i s t in g u is h  between p e rio d s  o f  

s ta b le  and u n s ta b le  i n t e r e s t  r a t e s  and f u r th e r ,  f a i l e d  to  an a ly se  th e  

e f f e c t s  o f  changes In  th e  economic c y c le . W ein ste in  found t h a t  he 

r e a l is e d  r e tu r n s  on low er-g rade  s p e c u la tiv e  is s u e s  were g r e a te r  than  

th o se  on h ig h -g ra d e  bonds b u t vhat a f t e r  a d ju s t in g  f o r  th e  e f f e c t s  c f  

r i s k  th ese  ex cess  r e tu rn s  were . a t  s ig n i f ic a n t  (Weinr ,e in  -  Jo u rn a l o f 

P o r tfo l  o Management -  Sp rin g  -  198’ ) .

W e in s te in ’s study was u ^ n p ie ted  by a d ju s t in g  fo r  d i f f e re n c e s  In 

sy s te m a tic  r i s k  ( th e  u n sy stem atic  having  been d iv e r s i l l e d  

S ystem atic  r i s k  c o n ta in s  an elem ent o f  d c fa u li  , I sk , a s  g lo b a l f a c to rs  

auch am th e  economic cy c le  a: c t  a l l  norporaW  bonds. Die sy stem atic

exposure o f  low -grade bonds to  d e fa u l t  r i s k  i s  g rea te r  than  h ig h -g rad e  

bonds, a lthough  th e  e x te n t  o f t h i s  component v a r ia s  w ith  th e  economic 

c y c le . The r is k  a d ju s te d  r e tu rn s  d u rin g  th e  p e rio d  1962-7 may
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th e r e fo r e  have been h ig h e r  as a r e s u l t  o f  th e  r e l a t i v e ly  good economic 

c o n d it io n s  d u r in g  t h i s  p e r i  3d. I t  i s  th e r e fo r e  suggested  t h a t  re tu rn s  

cou ld  w e ll be in  l i n e  w ith  th e  q u a l i ty  r a t in g s  w ith  which bonds a re  

p ro v id ed , and t h a t  bonds were in  fr>-t valued  acco rd in g  to  t h e i r  

r e s p e c tiv e  r a t i n g s .

Ma and Weed (1?86) in  a stu d y  of tak eo v er "Junk bonds" (low -grade) found 

t h a t  th e s e  bonds were n o t m isp riced  on a y ie ld  to  m a tu r ity  b a s is .  The 

r e s u l t s  s u g g e st t h a t  r i s k  I s  p ro p erly  d isc o u n te d  and t h a t  th e re  i s  no 

s ig n i f ic a n t  ev id en ce  to  in d ic a te  t h a t  th e s e  in s tru m e n ts  a^e m isp riced  

(Ma and Weed -  Jo u rn a l ot P o r tf o l io  Management -  F a l l  1986).

Altman and Nammacher (1985) showed t h a t  low -grade bonds enjoyed 

s u b s ta n t ia l ly  h ig h er r e tu r n s  as  compared w itn  g u v e n w r t  bonds. During 

th e  p e rio d  1978 to  1983 they  found t h a t  n e t  r e tu rn s  were 4 ,91  to  5 ,8$  

above th e  government index and t h a t  d e fa u l t  e x p e rien ce  averaged 1,52$ 

(Altman and Narmacher -  F in a n c ia l  A n aly sts  Jo u rn a l -  Ju lv /A u g u st 1985).

T h is  s tu d y , d e s p ite  th e s e  f in d in g s ,  d id  not conclude th a t  low -grade 

bunds were m isp r ic e d , b u t  t n a t  r e tu rn s  were im p ress iv e  even a f t e r  

d e f a u l t .  I t  wat suggested  th a t  low -grade bonds a re  in h e re n tly  r i s k i e r .

Joehnk and N ie lsen  (1975) found t h a t  h ig h  grad* bonds have lower r is k  

premiums. The re s e a rc h e rs  p rov ide  se v e ra l  f a c to r s  th a t  may e x p la in  why 

premiums on low -grade bonds appear e x cess iv e  in  r e l a t i o n  to  th o se  of 

h ig h -g rad e  bond a . In  th e  f i r s t  in -stance, they argue t h a t  th e  r is k  o f 

d e fa u l t  i s  no t only th e  r i s k  t h a t  bonds w i l l  d e fa u l t  b u t a ls o  the  r is k  

o f  m arket lo s s  a r i s in g  s o le ly  as  a r e s u l t  n f changes in  th e  perce ived



(a) S ta b le  I n te r e s t  Rates 
F ig  3 .5

(b) U nstab le  I n te r e s t  Rates

T u e refo re , w t t ie  y ie ld s  d u rin g  p e rio d s  o f  s ta b le  i n t e r e s t  r a t e s  may 

appear e x c e s s iv e , such r e tu rn s  a re  l ik e ly  to  oe reduced d u r in g  p e rio d s  

o f  u n s ta b le  r a t e s  and as  a r e s u l t  may add an a d d it lo r  1 premium.

Although th e  re se a rc h  d iscu ssed  about th e  bond v a lu a tio n  p ro cess  i s  no t 

c o n c lu s iv e , i t  does in d ic a te  t h a t  d e fa u l t  r i s k  has a m ajor impact on th e  

va lu e  o f  bonds and t h a t  th ese  v a lu e s  in  th e  U.S. a d ju s t  to  d isc o u n t the  

e f f e c t s  o f  t h i s  exposure . In  South A fr ic a , where th e re  i s  no g rad ing  o f 

bonds, i t  i s  n o t e v id e n t  w hether vc '.ues would a d ju s t  c o r r e c t ly .  I t  i s  

suggested  however, t h a t  d i f f i c u l t i e s  in  o b ta in in g  in fo rm a tio n  on bond 

q u a li ty  w i l l  im pact t h i s  v a lu a tio n  p ro cess  and in h ib i t  th e  su ccess  of 

the  c o rp o ra te  bond s e c to r  o f  th e  c a p i ta l  m arket as  th e  lac k  o f  

in fo rm a tio n  on c o rp o ra te  bond q u r 'i t y  w ill  be an in h ib i t in g  f a c to r .

(The e f f e c t  o f  In fo rm ation  on a m arke t’s  su ccess  i s  d isc u sse d  in  Chapter 

4 ) .

y , - ' X ' S r -  -  y



B efore  co n c lu d in g  t h a t  th e  U.S. m arket has In fo rm a tio n  th a t  i s  

s u f f i c i e n t l y  a c c u ra te  to  a s s i s t  in  th e  v a lu a tio n  p roce  i t  i s  

n e c essa ry  t o  examine w hether th e  q u a l i t y  r a t i n g  system s d isc u sse d  in  

C h ap ter 2 a r e  a c c u ra te  i n d ic a to r s  o f  d e fa u l t  r i s k  on c o rp o ra te  bonds, 

and th e r e fo r e  p ro v id e  in v e s to rs  w ith  th e  n ecessa ry  in fo rm a tio n  to  v a lu e  

th e s e  bonds and q u a n ti fy  t h e i r  exp o su re  to  d e f a u l t  r i s k .

3 #

The above re se a rc h  has  shown t h a t  in v e s to rs  do r e ly  on q u a l i t y  r a t i n g s  

to  a s s i s t  in  th e  v a lu a t io n  p ro ce ss . T h is  i s  In d ic a te d  by th e  h ig h er 

y ie ld s  on low -grade bonds as  compered < ith  h ig h  r.rade bonds. In 

a d d it io n ,  th e  f a c t  t h a t  low -grade bond f ie l d s  r i s e  d u rin g  p e rio d s  o f  

economic re c e s s io n  f u r th e r  ev id en ces  t h i s  d isc o u n tin g  p ro ce ss  (Edgerton 

-  Money, May 1978).

t i tn ia r  and Narmtacher, in  t h e i r  s tu d y , ana lysed  d e fa u l t  r a t e s  ac ro ss  bond 

c a te g o r ie s .  These r e s u l t s  shown below a re  q u i te  c o n c lu s iv e  and in d ic a te  

t h a t  d u r in g  the  p e rio d  1970 to  198#, 130 d e b t i s s u e s  d e fa u l te d .  Only 4 

i s s u e s  o u t o f  th e  t o t a l  o f  130 hbd ra t i - ig s  BBB o r  h ig h e r  in  th e  s ix  

months p r io r  to  d e fa u l t  and o n lv one is s u e  had an A r a t in g  (Altman and 

Nanmacher -  F in a n c ia l  A nalysts  Jo u rn a l -  Ju ly /A ugust 1985). This 

a n a ly s is  I n d ic a te s  f a i r l y  c o n c lu s iv e ly  th a t  d e fa u l t  r i s k  i s  

s u b s ta n t ia l ly  h ig h e r  in  th e  non-investm en t s p e c u la t i / e  g rad e  bonds o f  BA 

a id  below ( i . e .  based on th e  r a t i n g s  system  a p p lie d  by Moody’s In v es to r  

S e rv ic e s ) .  F urtherm ore, th e  re se a rc h  In d ic a te s  t h a t  q u a li ty  r a t in g s  

w hether th o se  o f  Moody's o r  S tandard  and P o o r 's  a re  a c c u ra te  i n d ic a to r s  

o f  d e f a u l ts ,  and in v e s to rs  a re  th e r e fo r e  p ruden t to  re ly  on th ese  

in d ic e s  in  v a lu in g  bonds and d isc o u n tin g  r i s k .



3.5  Conclusion
Risk p lay s  an im p o rtan t r o le  in  th e  v a lu a tio n  o f  bonds and predom inates 

In  th e  c o rp o ra te  bond v a lu a t io n  p ro ce ss . The c o rp o ra te  h<- M v a lu a tio n  

p ro ce ss  *s  f u r th e r  predom inated by d e fa u l t  r i s k ,  a s  shown by th e  

re s e a -c h  above, th e  m agnitude o f  d e fa u l t  r i s k  a s  m easured in  th e  

q u a l i ty  r a t i n g s  affo rd ed  U .S. c o rp o ra te  bonds shows t h a t  th e s e  a re  

ex trem ely  good in d ic a to r s  o f  t h i s  r i s k .

Ii, South A frican  c o rp o ra te  bond o r  d eb en tu re  m arkets no form al r a t in g  

system  e x i s t s  which could  a s s i s t  in v e s to rs  in  th e  c o rp o ra te  bond 

v a lu a t io n  p ro c e s s .  T h is  l im i t s  tlie  in fo rm a tio n  a v a ila b le  to  th e  m arket 

and i t  l a  suggested  I s  m ust i n h ib i t  th e  p r ic in g  o f  deb en tu res  in

th e  m ark e t. la c k  01 i, m a t io n  w i l l  r e s t r i c t  th e  r e l a t i v e  su ccess

o f th e  m arket i r  South A fric a  ( in fo rm a tio n  b e in g  c r i t i c a l  to  -i m a rk e t 's  

s u c c e ss )  and alth o u g h  n e t  th e  only  f a c to r  la  im portan t in  r e s t r i c t i n g  

th e  m/>H<et in  South A f r ic a . I t  i s  u n l ik e ly ,  however, t h a t  the  

in tro d u c tio n  o f  a  r a t in g  system  on i t s  own w i l l  improve the  c o rp o ra te  

bond m ark e t, as  c e r t a in  s t r u c tu r a l  r e s t r i c t i o n s  may s t i l l  p rec lu d e  the  

e f f e c t iv e  u se  o f  t h i s  r a t in g  system . In p a r t i c u l a r ,  th e  p resc r ib e d  

investm en t s t r u c tu r e  f o r  l i f e  a s s u r e r s  and pen sio n  funds would s t i l l  be 

a m ajor I n h ib i to r ,  a s  t h i s  s t r u c tu r e  p re s c r ib e s  p a r t i c u l a r  c a te g o r ie s  o f 

investm en t as  opposed t o  p a r t i c u l a r  q u a l i t i e s .  I t  i s  consequen tly  

suggested  that, th e  a l t e r a t i o n  o f  th e  p re sc r ib e d  investm ent requirem ent 

to  a system  o f q u a li ty  r a t in g s  would b oost th e  c o rp o ra te  bond m arket 

s ig n i f ic a n t l y .  These a s p e c ts  a re  d isc u sse d  fu r th e r  In  C hap ters 4 and 5.
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C H A P T E R Ji

The c n r - o r a te  bond o r  d eb en tu re  m arket forms p a r t  o f  th e  l a r g e r  c a p i ta l  

m ark e t. The c a p i t a l  m arket i s  th e  p ro v id e r  o f  l o n g - t rm  funds to  

companies in  th e  p r iv a te  s e c to r  ( e .g .  South A frican  B rew eries; a n l to  

o rg a n is a tio n s  and a u th o r i t i e s  in  th e  p - lie  s e c to r .  These o rg a n is a tio n s  

and a u th o r i t i e s  in  th e  p u b lic  s e c to r  j .^ lu d e  th e  governm ent, lo c a l  

a u th o r i t i e s  such a s  m u n ic ip a l i t ie s  and u t i l i t i e s  such as FSCOM, th e  Rand 

W ater Board and SATS. The in stru m en ts  t ra d e d  in  th e  c a p i t a l  m arket and 

t h e i r  r o le  a re  d isc u sse d  in  d e ta i l  in  th#* fo llow in g  s e c t io n s ,  and 

in c lu d e  f ix e d  income s e c u r i t i e s ,  s h a re s , v a r ia b le  i n t e r e s t  s e c u r it ie s  

and n e g o tia b le  documents.

T h is  c h a p te r  w il l  fo cu s  0,1 t a c to r s  which a s s i s t  in  the  c r e a t io n  o f  a 

s u c c e ss fu l  c a p i ta l  m arket and in  p a r t i c u l a r  a c o rp o ra te  bond m arke t. I t  

w i l l  d e a l w ith  is s u e s  such as in fo rm a tio n  a v a i l a b i l i t y  and m a rk e ta b ili ty  

which were d iscu ssed  b r ie f ly  in  th e  p rev io u s  c h a p te r .  Tn th e  p rev io u s 

c h a p te r ,  th e  lack  o f  in fo rm atio n  about bond c r e d i t  r i s k  fa bond r a t in g  

system ) was d isc u sse d . Tn dealinp, w ith  th e  Importance s f  in fo rm a tio n  to  

a su c c e ss fu l m arket th e  p o ss ib le  e f f e c t s  o f  a lack  o f in fo rm atio n  w il l  

be a n a ly se d . The im portance o f m a rk e ta b i li ty  o f  Instru m en ts  and the  

f a c to r s  t h a t  c o n tr ib u te  to  the  improved m a rk e ta b ili ty  o f s e c u r i t i e s  and 

c o nsequen tly  th e  m a rk e t 's  success a re  a lso  d isc u sse d .

Having id e n t i f i e d  th e  f a c to rs  which c o n tr ib u te  to  th* e f f ic ie n c y  and 

r e s u l ta n t  success o f a f in a n c ia l  m arket, th e ir  c o n tr ib u tio n  to  the  

m assive growth in  the  5 . A. p u b lic  secto r  d eb t market w il l  be ana lysed .



In  t h i s  a n a ly s i s  i t  w i l l  be seen  that, m n y  o f  th e  f a c to r s  which have 

c o n tr ib u te d  t o  I t s  su c ce ss  c o r r e la t e  w ith  th e  "n ecessa ry  c r i t e r i a "  

i d e n t i f i e d  In  th e  r e p o r t .  The c h a p te r  w i l l  a ls o  jhow t h a t  th e  p r iv a te  

s e c to r  d e b t  m arket I s  s u b s ta n t ia l ly  sm a lle r  tn an  th e  p u b lic  d e b t m arket, 

F&wtors which have c o n tr ib u te d  to  t h i s ,  in c lu d e  I n e f f ic ie n c ie s  in  th e  

o p e r s t io m  o f  th e  m ark e t. These i n e f f ic i e n c i e s  a re  to  some e x te n t  a 

r e s u l t  o f  o p e ra t io n a l  I n e f f ic i e n c i e s ,  w h ile  o th e r s  a re  a: a r e s u l t  of 

b u s in e s s  r e s t r i c t i o n s  and m arket e x p e c ta tio n s .  I t  i s  however suggested  

in  th e  c h a p te r  t h a t  th e  n o n -ex is te n c e  o f  a s u c c e ss fu l  c o rp o ra te  d eb t 

m arket i s  on ly  p a r t ly  a s  a r e s u l t  o f  th e s e  f a c to r s  and t h a t  s e v e ra l  

o th e r  f a c to r s  have to  a l e s s e r  o r  g r e a te r  e x te n t  a ls o  in h ib i te d  t h i s  

m ark e t, th e s e  a re  b r ie f ly  d e a l t  w ith  in  C hap ter 5.

«.1 Hie CanXtai Market amLlU Hole
As e x p la in e d  in  th e  in tro d u c to ry  s e c t io n  o f  t h i s  c h a p te r ,  th e  c a p i ta l  

m arket i s  th e  p ro v id e r  o f  lo n g -te rm  f in a n c e  to  p u b lic  and p r iv a te  s e c to r  

o r g a n is a t io n s .  T his m arket p ro v id es  o rg a n is a tio n s  in  th e s e  s e c to r s  w ith  

th e  p e r r n ^ n t  component o f  t h e i r  f in a n c e . In  th e  p r iv a te  s e c to r ,  

contpani >a u s u a lly  t t i s e  f in a n c e  through th e  is s u e  o f sh a re s  o r  

d e te n t  —e s  ( I . e .  f ix e d  income s e c u r i t i e s ) .  In  seme c ircu m stan ces , 

v a r ia b le  r a t e  s e c u r i t i e s  a re  a ls o  used to  r a i s e  f in a n c e  a lth o u g h , as  

in d ic a te d  in  a l a t e r  s e c t io n ,  th e s e  s e c u r i t i e s  a re  seldom used and th e  

secondary m arket fo r  them i s  r e l a t i v e ly  u n su c ce ss fu l. In  a d d it io n ,  th e  

in s tru m e n ts  issu ed  a re  n o t n e c e s s a r i ly  pure  d e b t in s tru m e n ts  o r  jh a .e s  

and many companies i s s u e  com binations o f  th ese  in s tru m e n ts . Such 

combination:', may in c lu d e  c o n v e r t ib le  deb en tu res  and redeem able 

p re fe ren c e  'h a r e s .  C o n v ertib le  d e b e n tu re s  a re  fix*H income s e c u r i t i e s  

which o f i e r  i ^ ^ s t o r s  th e  p o s s ib i l i ty  o f  conversion  i n t r  e q u ity  s h a re s .



Redeemable p re fe re n c e  s h a re s  a re  f ix e d  income sh a re s  whose redem ption i s  

based  on th e  is s u e  term s. The income o f  th e s e  d i f f e r s  from i n t e r e s t  and 

h a s  th e  c h a r a c t e r i s t i c s  o f  a d iv id e n d , and i s  tax ed  d i f f e r e n t ly .

In  th e  p u b l ic  s e c to r  v i r t u a l l y  a l l  th e  finat»ce i s  r a is e d  through th e  'w e 

o f  f ix e d  income s e c u r i t i e s ,  a lth o u g h  a few v a r ia b le  i n t e r e s t  s e c u r i t i e s  

do e x i s t .  Fo" th e  abovementioned rea so n s , th e  use  o f  v a r ia b le  i n t e r e s t  

s e c u r i t i e s  i s  very  l im ite d .  The p u b lic  s e c to r  d e b t m arket w i l l  be 

examined in  more d e ta i l  in  l a t e r  s e c t io n s  o f  t h i a  c h a p te r .

The r o le  o f  th e  C a p ita l  m arket shou ld  be d is t in g u is h e d  from t h a t  o f  th e  

Money m ark e t. As p re v io u s ly  m entioned th-? c a p i t a l  m arket i s  the  

p ro v id e r  o f  lo n g -te rm  funds fo r  p e rio d s  o f  g r e a te r  th an  12 months and In  

c e r t a in  c ircu m stan ces  lo n g er th an  th re e  y e a rs .  The d i s t in c t io n  between 

in s tru m e n ts  in  th e s e  two m arkets o f te n  comes abou t a s  a r e s u l t  o f  the  

SA® l iq u id  a s s e t  req u irem en ts , which banks and o th e r  f in a n c ia l  

i n s t i t u t i o n s  a re  re q u ired  to  o b se rv e , ih ese  s h c r t  d a ted  s e c u r i t i e s  

t ra d e  in  th e  Money m ark e t, w h ile  lo n g er d a ted  In stru m en ts  t r a d e  in  th e  

C a p ita l  m ark e t. A spects such a s  th e  is s u e  and d e a lin g  m athem atics a re  

th e  same i n  b o th  m ark e ts , a lthough  th e  m arket lo c a t io n  and th e  

In te rm e d ia r ie s  a s  w e ll a s  t h e i r  o b je c t iv e s  may d i f f e r  (W .J. Kok -  19% -  

p g . m .

In  South A f r ic a  t ra d e  in  th e  c a p i ta l  m arket i s  dom inated by 

i n s t i t u t i o n s ,  who a ls o  dom *rate th e  fo re ig n  m ark e ts . However th e  m arket 

d i f f e r s  f r e e  th o se  in  c o u n tr ie s  such as le U .S. in  t h a t  th e  p u b lic  

s e c to r  component forms a f a r  g r e a te r  p ro p o rtio n  o f  th e  South A frican  

c a p i ta l  m arke t. The s t a t i s t i c s  below I l l u s t r a t e  th e  la rg e  p u b lic  s e c to r
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component o f  th e  South A frican  m arket.

IftflLEnfii 1 . ;  C Q M T O S J f f  S.A . . CAfHaL MMKETS 

S.A.

y o lu m  ( m i l l ) 5  

Shares l  mo

P riv a te  S e c to r  Debt 100 0,3<

P u b lic  S e c to r  Debt 26 571 87,??

* )H 7 3

The I n s t i t u t i o n s  t h a t  in v e s t  in  c a p i ta l  m arket in stru m en ts  include  

pension  fu n d s, in su ran ce  com panies, banks and b u ild in g  s o c ie t i e s .  These 

i n s t i t u t i o n s  a re  req u ired  to  in v e s t  a p o r tio n  o f t h e i r  funds in  what a re  

r e f e r r e d  0  as p resc r ib e d  in v estm en ts . These p re sc r ib e d  investm en ts a re  

s to c k s  issu e d  by p u b lic  s e o to -  o rg a n is a tio n s  and a re  term ed g i l t  and 

semi g i l t -e d g e d  s e cu iiU -?" . f  la rg e  p ro p o rtio n  o f i n s t i t u t i o n a l  funds 

a re  th e r e fo r e  drawn in to  c a p i ta l  m arket in stru m en ts  and a s u b s ta n t ia l  

p o r tio n  o f  th e  b a lance  i s  in v es te d  in  o th e r  s e c to r s .  These s e c to r s  may 

In clu d e  e q u i t i e s  and c o rp o ra te  d e b e n tu re s , where th e s e  o f f e r  a t t r a c t i v e  

r e tu rn s  in  r e l a t i o n  to  r i s k .  The need to  o f f e r  a t t r a c t i v e  r e tu rn s  has 

r e s u l te d  in  p u b lic  i n s t i t u t i o n s  o f fe r in g  Ih ese  s e c u r i t i e s  a t  h ig h er 

y i e ld s .  T his has a ls o  c o n tr ib u te d  to  the  growth o f  t h i s  s e c to r  o f the  

puhl ,r. d H 't  m arket.

The above se c t io n  In troduced  thf r o l e  o f the  c a p i ta l  m arket i n  S.A.  

B efore examining t h e  f a c to rs  - ' n n t r l h u t i n p ,  t o  a su c ce ss fu l f in a n c ia l  

m erket, and i n  p a r t i c u l a r  the  ro rp o ra fe  bond m arket, i t  i s  n ecessary  t o  

examine t h e  s e c u r i t i e s  th a t  mav tra^ if i n  th is  m a r k e t .



There a re  fo u r  broad c a te g o r ie s  o f  c a p i t a l  m arket i n s t r u r p n t .  These a re  

f ix e d  income s e c u r i t i e s ,  v a r ia b le  income s e c u r i t i e s ,  s h a re s  and 

n e g o tia b le  documents.

4 .2 .1  S h ares

S h ares  a re  issu ed  by companies in  th e  p r iv a te  s e c to r  and in  most 

c irc u m sta n ce s  re p re s e n t  ownership in  th e  company. These re s id u a l  

r e tu r n s  r e p re s e n t  th e  o . 'o f i ts  o f  th e  company and in  most c a se s  tne  

r e tu r n s  o f  th e s e  s e c u r i t i e s  a re  based on p r o f i t .  As s h a re s , w ith  the  

e x c ep tio n  o f  p re fe ren c e  s h a re s , rep re s e n t  ow nership, ‘.hey have no 

m a tu r ity  d a te .  Due to  »ne re p re s e n tin g  ow nership thev - ^ e iv e  the 

r e s id u a l  sh a re  o f p r o f i t s  and th e re fo re  c a rry  mere r i s k  th an  o th e r  

s e c u r i t i e s  such as  d eb en tu res.

P re fe re n ce  sh a re s  do not u su a lly  rep re s e n t  ow nership and w i l l ,  only in  

c e r t a in  c irc ie n s tan c e s , have v o tin g  power. V arlou: com binations o f  

p re fe re n c e  sh a re  and o rd in a ry  (eq u ity )  sh a re s  e x i s t .  These may include  

c o n v e r t ib le  p re fe ren c e  sh a res  and p a r t i c ip a t in g  p re fe ren c e  s h a re s .

V a ria b le  i n t e r e s t  s e c u r i t i e s  e x i s t ,  a lthough  they a re  f a i r l y  uncommon. 

These in stru m en ts  have been c re a te d  by the  need 1 0  o f f e r  in v e s to rs  a 

r e a l  r a t e  o f r e tu rn  in  tim es o f  I n f l a t i o n .  The market, fo r  th ese  

in stru m en ts  i s ,  however, undeveloped and in  e f f e c t  no r e a l  t ra d e  tak es  

( ,'a ce  in  th e s e  s e c u r i t i e s  as a r e s u l t  o f  t h e i r  being  u n a t t r a c t iv e ,  due 

t o  t h e i r  lack  o f  trm d em b lllty . The - s l o r  f i c lo r a  In h ib i t in g  th e ir  t ra d e

I # # * * * * .



a re  th e  d i f i c u l t i e s  invo lved  in  v a lu in g  them in  th e  secondary m arke t. 

These d i f f i c u l t i e s  a re  dve to  th e  v a r ia o le  p a t te rn s  o f  income which 

makes f u tu r e  e ir n in g s  d i f f i c u l t  to  pred : t  and t h e i r  p re se n t  value 

d i f f i c u l t  to  d isc o u n t (ok -  1986 -  p .262).

M ortgage bonds and some deb en tu res  a re  s u b je c t  to  v a r ia b le  r a t e  term s 

b u t  a re  u n l is te d  A more rec e n t i s s u e  o f  v a r ia b le  r a t e  d eb en tu res  in  

S.A . was t h a t  o f  H ighgatt in vestm en ts on th e  JRC in  th e  l a t t e r  p a r t  o f 

1QR7. In  th e  p u b lic  s e c to r  some v a r ia b le  i n t e r e s t  s e c u r i t i e s  have been 

is s u e d , a lth o u g h  t h e i r  lack  o f  a t t r a c t io n  has r e s u l te d  in  them being 

d isc o n tin u e d .

These re p re s e n t  o p tio n s  o r  r ig h t s  to  pu rchase o r  s e l l  sh a re s  a t  a 

p a r t i c u l a r  d a te .  The term s o f th e s e  in strum ents may v a ry . The rr'.rket 

f o r  th e s e  in s tru m e n ts , fo r  example, an o p tio n  to  s e l l  o r  purchase 

d e b e n tu re s , i s  id e n t ic a l  to  t h a t  o f  th e  p a r t i c u l a r  s e c u r i ty .

These in s tru m e n ts  make up the  l a r g e s t  s e c t io n  o f  th e  S.A. c a p ita l  

m arke t, md f in a n c e  a s u b s ta n t ia l  p o r tio n  o f  th e  p u b lic  and p r iv a te  

s e c t o r 's  lo n g -te rm  c a p i ta l  e x p e n d itu re . Trade in  the  p u b lic  s e c to r  o f  

t h i s  m arket i s  s u b s ta n t ia l ,  making up about o f  t o ta l  t ra d e  in  the  

S.A. secondary c a p i ta l  m arket.

The p u b lic  s e c to r  in stru m en ts  a re  r e f e r re d  to  as g i l t s  and s e m i-g ilt  s . 

These in stru m en ts  a re  guaranteed  by the  government in  the  c ase  o f 

d e f a u l t . Government s to ck s  (R%A sto ck ) a re  known as g i l t s  and a re  r i s k
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f r e e  ( I . e .  t o t a l l y  f r e e  o f  d e fa u l t  r i s k ) .  S e n i -R il ts  a re  "low er" 

c a te g o ry  in s tru m e n ts  and c o n s is t  o f  p u b lic  a u th o r i ty  s to c k s  such a s  

Escom, 3»TS and m unicipal a u th o r i te s .

The p r iv a te  s e c to r  r a i s e s  f in a n c e  through some m ark e tab le  in stru m en ts  

(d eb e n tu re s )  and th ro u g h  n e g o tia tin g  lo n g -te rm  lo an s  w ith  bankers end 

o th e r  f in a n c ia l  i n s t i t u t i o n s .  M ortgage bonds and p a r t i c ip a t io n  m ortgage 

bonds a r e  f u r th e r  ty p es  o f  lo n g -te rm  f in a n c e  developed to  provide 

bo rro w ers  w ith  funds h u t a re  g e n e ra l ly  n o t p u b lic ly  t ra d e d .  D ebentures 

a re  th e  only  m ajor c a te g o ry  which a re  p u b lic ly  t ra d e d . In  some 

c irc u m sta n ce s  th e s e  in s tru m e n ts  a re  l i s t e d  on th e  J5L. The JSE p ro v id es  

a secondary  m arket f o r  tra d in g  th e s e  s to c k s  a lth o u g h , a s  shewn in  a 

i a t e r  s e c t io n  o f  th e  c h a p te r ,  t r a d e  i s  lim ite d  and d e b e n tu re s  a re  

g e n e ra l ly  u n a t t r a c t iv e  s e c u r i t i e s .  The reaso n s fo r  t h i s  lack  o f  t ra d e  

a re  a ls o  d isc u sse d  in  a l a t e r  s e c t io n .

The p u b lic  s e c to r  d e b t m arket I s  s u b s ta n t ia l ly  l a r g e r  th an  th e  p r iv a te  

s e c to r  d eb en tu re  m ark e t. The f a c to r s  t h a t  have c o n tr ib u te s  to  t h i s  

m a rk e t 's  growth and s iz e  a re  a ls o  d isc u sse d  in  a l a t e r  s e c t io n .

S e c u r i t ie s  in  th e  p u b lic  debt s e c to r  o f  th e  m arket a re  d iv id ed  in to  

seven c a te g o r ie s .  The d e te r o in a t io n  o f  th e s e  c a te g o r ie s  i s  based on the  

s iz e  o f  and c r e d i t  w o rth in ess  of th e  i s s u e r  and th e  . ee  to  -hich 

s e c u r i t i e s  t e t ra d e d  (B lench, 1981). The c a te g o r ie s  leterm ined  by 

th e  P u b lic  Investm ent Commissioner, and a re  w e d  to  cc;*. , w ith  the  

p -e sc r ib e d  a s s e t  req u irem en ts , as  w ell a s  to  p rov ide  a b v s  fo r  v a lu in g  

th e  v a rio u s  c a te g o r ie s  o f  in stru m en t.
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Die c a te g o r ie s  a re  l i s t e d  below , to g e th e r  wiu.. th e  I 

each  c a te g o ry  (Table 4 .2 ) .

XMU-,^2 :

ISSUERS

C ategory  1 : Republic o f f-outh A frica

s i s  f o r  va lu inc

C ategory 2 : Escom, Landbank, 5ATS 
and P ost O ffice

Category  3 •' Major C o rp o ratio n s  and 
C i t i e s

Category 4 : O ther m ajor C i t i e s ,
C o rp o ratio n s  and u t i l i t i e s

Category 5 : The rem aining m ajor m unicip­
a l i t i e s ,  u t i l i t i e s  ano 
government g u a ra n te e i  loans

Category 6 : The rem aining m u n ic ip a l i t ie s ,  
medium s iz e d  c o rp o ra tio n s  
and boards

Category 7 : F o re ig n  governments In clu d in g  
t h e i r  development boards 
and a s so c ia te s

Y ie ld s  a t  c u r r e n t  m arket le v e ls  

Y ie ld s  a t  c u r r e n t  m arket l e v e l s  

74 p o in ts  above ca teg o ry  2 

90 p o in ts  above c a te g o ry  2

100 p o in ts  above ca teg o ry  2

125 p o in ts  above ca teg o ry  2

175 p o in ts  above ca teg o ry  ?

S ources : Johannesburg Stock Exchange "V alua tion  o f  G i l ts  
and S em i-G ilts"  September 19P?.

B efore  exam ining the  growth in  the  p u b lic  d eb t m arket and f a c to r s  tn a t  

have c o n tr ib u te d  to  i t s  growth, f a c to r s  n ecessary  fo r  a su ccess fu l bond 

m arket w i l l  be reviewed.

M arket

The p rev io u s  s e c t i c i ?  o f t h i s  c h a p te r  focused o r th e  ro l- vapi t  il 

m arkets and the  b as ic  -structu re  o f th e  m arket in  S.A. , l iM tio n ,  the  

in stru m en ts  trad ed  In tr;< *e m arkets were e«*nlned . The owing
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s e c t io n  expands on th e  s t r u c tu r e  o f  m e  S.A. m arke t, b u t  f i r s t  examines 

f a c to r s  n e c essa ry  f o r  a s u c c e ss fu l  c o rp o ra te  bond m ark e t. The fo cu s  o f  

t h i s  r e p o r t  i s  dh th e  c o rp o ra te  bond m arket and th e  f a c to r s  a re  

d isc u sse d  in  t h a t  c o n te x t .

* .3 .1  A secondary  M arket and i t a  Im portance

A secondary  m^'-ket i s  a  m arket in  which e x is t in g  is s u e s  o f  s e c u r i t i e s  

a re  t ra d e d .  The su ccess  o f  a secondary m arket a s s i s t s  th e  m arket for 

new i s s u e s ,  a s  th e  a b i l i t y  to  t ra d e  in  an I ss u e  subsequent to  i t s  

i n i t i a l  i s s u e  makes i t  more a t t r a c t i v e .  In v e s to rs  a re  more w i l l in g  to  

in v e s t  in  s e c u r i t i e s  in  th e  prim ary o r  new is s u e s  m arket where they  a re

aware t h a t  th ey  w il l  be ab le  to  e a s i ly  d isp o se  o f  o r l iq u id a te  t h a t

investm en t i n  th e  f u tu re  (R e il ly  » 1981 -  p g .138).

A s u c c e s s fu l  secondary m arket i s  th e r e fo r e  o f  b e n e f i t  to  bo th  len d e rs  

and in v e s to r s .  f a c to r s  which w i l l  c o n tr ib v  to  a su c ce ss fu l m arket

w i l l  be examined and an a ly sed  in  r e l a t i o n  to  th e  S.A . m arkets.

4 .3 .2  F a c to rs  t h a t  C o n tr ib u te  to  a SucceaafuL-M arket 

S ev era l a u th o rs  have prov ided  f a c to r s  t h a t  c o n tr ib u te  to  a su c ce ss fu l 

m arke t. These a re  in  essen ce  f a c to r s  th a t  draw th e  p a r t i c u l a r  m arket 

c lo s e r  to  p e r f e c t io n ,  and a re  w ell summarised by R e illy  (R e il ly  -  1981 -  

pg .1 3 6 );

1. Buyers and s e l l e r s  e n te r  a m arket to  buy and s e l l  s e c u r i t i e s

q u ick ly  a t  a f a i r  p r ic e .  As a r e s u l t  tim ely  and ac cu ra te

in fo rm a tio n  cn th e  p r ic e  and volume o f  p a s t t ra n s a c t io n s  and 

s im ila r  in fo rm a tio n  on p re v a i lin g  supply  and demand should  be



pro v id ed .

2 . L iq u id ity  and m a rk e ta b ili ty  a re  c r i t i c a l  and key to  th e  su ccess  o f

any m arked. T tu s , in  e sse n c e , r e f e r s  to  th e  a b i l i t y  o f  buyers and 

s e l l e r s  to  be ab le  to  t ra d e  q u ick ly  a t  p r ic e s  very c lo s e  to  th o se  

o f  th e  p rev io u s  t r a n s a c t io n s .  The e f f e c t  o f  in d iv id u a l 

t r a n s a c t io n s  on s e c u r i ty  p r ic e s  m ust th e re fo re  be in s ig n if i c a n t .

1 , Furtherm ore, th e  m arkets u s t  be i n te r n a l ly  e f f i c i e n t  -  in te rn a l

e f f ic ie n c y  Implying a lower l e v e l  u f  t r a n s a c t io n  c o s ts  w ith  buyers 

and s e l l e r s  b e ing  ab le  to  t  in s a c t  a t  c o s ts  t h a t  a re  econom ically  

r e la te d  to  th e  t ra n s a c t io n  in vo lved .

H. The rno-uets should a ls o  be e x te r n a lly  e f f i c i e n t  in  p r ic in g  the

p a r t i c u l a r  s e c u r i ty .  S ecu rity  p r ic e s  should  th e re fo re  be a b le  to  

r e f l e c t  a l l  re le v a n t  in fo rm a tio n , wh!?h should  be a v a ila b le  to  

buyers and s e l l e r .  In  a d d it io n ,  e x te rn a l  e f f ic ie n c y  co n s id e rs  the  

speed w ith  which th e  m arket a d ju s ts  to  t h i s  In fo rm atio n .

th e  im portance o f  th e  above f a c to r s  in  en su rin g  a su c ce ss fu l f in a n c ia l  

m arket and in  p a r t i c u la r  a su c ce ss fu l secondary bond m arket a re  

d iscu ssed  in  th e  fo llow ing  s e c t io n s .  This review  an a ly ses  th ese  fa c to rs  

in  two s e c t io n s .  The f i r s t ,  a c t i o n  examines th e  e f f e c ts  o f h i s to r ic a l  

In fo rm ation  and e x te rn a l  e f f ic ie n c y  ( I . e .  th e  impact o f  in fo rm a tio n ), 

w h ile  th e  second se c t io n  w ith  th e  im portance o f  o p e ra tio n a l

e ff ic ie n c y  and l iq u id i ty  and m ark e ta b ili ty  o f s e c u r i t i e s .  The fa c to rs  

a re  broken in to  th ese  two broad c a te f o r ie s  du<r to  t h e i r  

in te r - r e la t io n s h ip  w ith each o th e r .



.

* .3 .3

The a v a i l a b i l i t y  o f  in fo rm a tio n  n ecessa ry  to  ; 

d e c is io n s  i s  im p o rtan t to  th e  su ccess  o f  f in a n c ia l  i 

a v a i l a b i l i t y  o f  In fo rm a tio n  and i t s  q u ick  impounding in to  s e c u r i ty  

p r ic e s  e n su re s  t h a t  th e s e  p r ic e s  a re  f a i r .  In  th e  above c t r  

in v e s to r s  would n o t be a b le  to  r 

u n le s s  a b le  to  o b ta in  a d d it io n a l  in fo rm a tio n  n o t a v a ila b le  to  th e  r e s t  

o f  th e  m ark e t.

th e  a v a i l a b i l i t y  o f  in fo rm a tio n  to  a p a r t i c u l a r  m arket i s  Im p o rtan t, as  

in v e s to rs  a re  l e s s  l ik e ly  to  become inv o lv ed  in  a p a r t i c u l a r  m arket 

where they  a re  aware t h a t  they  do n o t have access  vo a l l  in fo rm a tio n  are 

c o n v e rse ly  would be a t t r a c t e d  to  m arkets in  which in fo rm a tio n  was more 

a v a i la b le .

In fo rm a tio n  which would a s s i s t  In  c r e a t in g  an e f f i c i e n t  m arket would a t  

l e a s t  in c lu d e  in fo rm a tio n  about p a s t  b eh av io u r. As id e n t i f i e d  in  p o in t  

cne o f  th e  p rev io u s  s e c t io n ,  such a m arket would be one in  which 

a c c u ra te  In fo rm atio n  about p r ic e s  and volumes o f  p a s t  t r a n s a c t io n s ,  a s  

w e ll a s  p r e v a i l in g  supply  and demand i s  a v a i la b le .  E x te rn a l e f f ic ie n c y  

would f u r th e r  be improved in  a m arket in  which a l l  p u b lic  in fo rm a tio n  I s  

f u l l y  r e f l e c t e d  in  p r ic e s .  T his would in c lu d e  n e t  only  In fo rm ation  

about o a s t  b eh av io u r, b u t a ls o  In fo rm a tio n  about th e  economy, th e  

company and th e  In d u stry  (West, R.R. -  1981 -  p g .2 3 ).

Thus in fo rm a tio n  on th e  c r e d i t  r i s k  to  which p a r t i c u l a r  companies a re  

exposed would a s s i s t  In v e s to rs  In  a c o rp o ra te  bond m arket. A system  o f  

c r e d i t  r a t in g s  such as t h a t  in  th e  U.S. would p rov ide  v a lu ab le



The a v a i l a b i l i t y  o f  in fo rm a tio n  n ecessa ry  to  a s s i s t  in v e s to rs  in  making 

d e c is io n s  i s  Im p o rtan t to  th e  su ccess  o f  f in a n c ia l  m arke ts as  th e  

a v a i l a b i l i t y  o f  in fo rm a tio n  and i t s  q u ick  impounding in to  s e c u r i ty  

p r ic e s  e n su re s  t h a t  th e s e  p r ic e s  a re  f a i r .  In  th e  above c ircu m stan ces , 

in v e s to r s  would n o t be a b le  to  make e x c ess iv e  r e tu rn s  c o n s is te n t ly ,  

u n le s s  a b le  to  o b ta in  a d d it io n a l  in fo rm a tio n  n o t a v a ila b le  to  th e  r e s t  

o f  th e  m ark e t.

The a v a i l a b i l i t y  c f  in fo rm a tio n  to  a p a r t i c u l a r  m arket i s  im p o rtan t, as 

in v e s to rs  a re  l e s s  l lk e lv  to  become invo lved  in  a p a r t i c u l a r  m arket 

where they  e re  aware t h a t  they  do n o t have access  to  a l l  in fo rm a tio n  and 

co n v erse ly  would be a t t r a c t e d  to  m arkets in  which in fo rm a tio n  was more 

a v a ila b le .

In fo rm a tio n  which would a s s i s t  in  c r e a t in g  an e f f i c i e n t  m arket would a t  

l e a s t  in c lu d e  in fo rm a tio n  about p a s t  b eh av io u r. As id e n t i f i e d  in  p o in t 

one o f  th e  p rev io u s  s e c t io n ,  such a m arket would be o re  in  which 

a c c u ra te  in fo rm a tio n  abou t p r ic e s  and volumes o f  p a s t  t ra n s a c t io n s ,  as 

w e ll as  p re v a i lin g  supply  and demand i s  a v a ila b le .  E x te rn a l e ff ic ie n c y  

would f u r th e r  be improved in  a market, in  which a l l  p u b lic  in fo rm a tio n  i s  

f u l l y  r e f l e c t e d  in  p r ic e s .  This would in c lu d e  n o t only in fo rm atio n  

about p a s t  b eh av io u r, b u t a ls o  in fo rm a tio n  about th e  economy, the  

company and th e  in d u s try  (West, R.R. * 1981 -  p g .2 3 ).

Thus in fo rm a tio n  on th e  c r e d i t  r i s k  to  which p a r t i c u l a r  companies a re  

exposed would a s s i s t  in v e s to rs  in  a c o rp o ra te  bond m arket. A system  o f  

c r e d i t  r a t in g s  such as  t h a t  in  th e  U.S. would p ro v id e  v a lu ab le



\

In fo rm a tio n  ab o u t th e  expected  fXiUire y ie ld s  on bonds, to  a l l  in v e s to rs ,  

aa  i s  e v id e n t  from th e  re se a rc h  in  C hapter ? .  In  c ircu m stan ces  where a 

system  o f  c r e d i t  r a t in g s  does n o t e x i s t ,  th e  in fo rm a tio n  a v a ila b le  to  

i n v e s to r s  would be lim ite d  a s  only  a few very  h ig h ly  s k i l l e d  in v e s to rs  

would have th e  a b i l i t y  to  an a ly se  t h i s  in fo rm a tio n . T h is  would prov ide 

l e s s  s k i l l e d  in v e s to rs  w ith  p u b lic  in fo rm a tio n  t h a t  i s  o th erw ise  

d i f f i c u l t  t o  i n t e r p r e t .  As a r e s u l t  o p p o r tu n i t ie s  to  c r e a te  e-, .eu s iv e  

r e tu r n s  would e x i s t .  T his could  d e t r a c t  from th e  p a r t i c u l a r  m arket w ith  

few er in v e s to rs  e n te r in g  in to  i t .

In  South A fr ic a  th e  Inadequacy o f  in fo rm a tio n  on c r e d i t  r i s k  and bond 

r a t i n g s  l im i t s  th e  d eb en tu re  m arket to  a few very  s k i l l e d  In v e s to rs .  

Were t h i s  in fo rm a tio n  r e a d i ly  a v a ila b le  i t  i s  p o s s ib le  t h a t  more 

in v e s to rs  would become in v o lv ed , a s  thev  would be a b le  to  an a ly se  a l l  

p u b lic  in fo rm a tio n  to  make a f a i r  r e tu r n .

A lthough a l l  in v e s to rs  have access  to  t h i s  in fo rm a tio n , they  a re  

r e s t r i c t e d  in  t h e i r  a n a ly s is  o f  i t .  I t  may be argued t h a t  they  could 

u se  th e  s e rv ic e s  o f  b ro k ers  to  a n a ly se  t h i s  In fo rm a tio n . However, 

a lth o u g h  b ro k e rs  in  South A fric a  may p rov ide  v a lu a b le  In fo rm a tio n  to  

a s s i s t  In v e s to rs  in  th e  e q u ity  m arket, th ey  do not p rov ide  t h i s  s e rv ic e  

in  th e  d eb en tu re  o r  c o rp o ra te  bond m arket. I t  i s  th e re fo re  only  a very 

lim ite d  number o f  h ig h ly  s p e c ia l is e d  in s t i t u t i o n s  t h a t  can  p ro p erly  

i n te r p r e t  p u b lic  in fo rm a tio n  in  t h i s  m arket, th ereb y  l im i t in g  the  

p la y e rs  in  th e  m arket to  a h a n d fu l.

/

The e x te rn a l  e f f ic ie n c y  o f  th e  m arket i s  in te r - l in k e d  w ith  th e  next 

s e c t io n ,  d e a lin g  w ith  o p e ra t io n a l  e f f ic ie n c y ,  m a rk e ta b ili ty  and



. . g w ,

l i q u i d i t y .  Where th e  a v a i l a b i l i t y  o f  in fo rm a tio n  r e s t r i c t s  th e  number 

o f  p a r t i c ip a n ts ,  th e  l iq u id i ty  and m a rk e ta b ili ty  01  s e c u r i t i e s  a re  a ls o  

r e s t r i c t e d .  F u r th e r ,  th e  im portance o f  in fo rm a tio n  about th e  c r e d i t  o r  

d e fa u l t  r i s k  o f  bonds n e c e s s i ta te s  th a t  p a r t i c ip a n ts  in c u r  s u b s ta n t ia l  

c o s ts  to  o b ta in  t h i s  in fo rm a tio n . T his a ls o  i n h ib i t s  th e  o p e ra t io n a l  

e f f ic ie n c y  o f  th e  x e t and d e t r a c ts  from p a r t i c ip a t io n  in  the  m arket. 

Thla i s  d isc u sse d  in  more d e ta i l  in  th e  s e c t io n  o f  t h i s  c h a p te r  d e a lin g  

w ith  th e  South A frican  d eb en tu re  m arket.

a .

flC-a-SEcondan t Bard Market

L iq u id ity  and m a rk e ta b ili ty  o f  s e c u r i t i e s  have been id e n t i f i e d  as 

im p o rtan t to  th e  success o f  a f in a n c ia l  m arket. This i s  o f  p a r t i c u l a r  

im portance in  a bond m arket, as  a s u b s ta n t ia l  p o r tio n  o f  th e  r e tu rn s  in  

th e s e  m arkets i s  made through t r a d in g ,  as  opposed to  buy and hold 

s t r a t e g i e s .

L iq u id ity  im p lie s  th e  a b i l i t y  to  d isp o se  o f  an a s s e t  q u ick ly  a t  a known 

p r ic e .  Where in v e s to r  ho ld s  a s e c u r i ty  and i s  ab le  to  d isp o se  o f  I t  

a lm ost iomoedietely. t h i s  m arket would be r e f e r re d  to  as  l iq u id .  A 

m arket in  which rn In v e s to r  canno t d lp o se  o f  th e  s e c u r i ty  Im m ediately, 

b u t  r e q u ir e s  a long  perio d  o f tim e , would be an i l l i q u i d  m arke t. The 

second a sp ec t i s  th e  a b i l i t y  to  t r a n s a c t  a t  a c e r t a in  p r ic e .  'Ihere a 

s e c u r i ty  can be d isposed  o f  ra p id ly  b u t a t  a s u b s ta n t ia l  d isc o u n t th in  

s e c u r i ty  would la c k  m a rk e ta b i li ty .  T h erefo re  In  o rd e r  t h a t  a m arket be 

b oth  l iq u id  and th e  s e c u r i t i e s  be m ark e tab le , i t  I s  n ecessary  th a t  

p a r t i c ip a n ts  buy o r s e l l  th e  s e c u r i t i e s  rap id ly  a t  i  c e r t a in  p r ic e  

fR e ll ly ,  F. -  -  p g .1 # ) .



M arkets t h a t  a re  n o t o p e ra t io n a l ly  e f f i c i e n t  a re  u s u a lly  n o t l iq u id  and 

s e c u r i t i e s  a re  n o t norm ally m ark e tab le . T his i s  a r e s u l t  o f  b a r r i e r s  

c re a te d  t h a t  r e s t r i c t  e n try  and in h ib i t  t r a d e .  O p era tio n a l o r  in te r n a l  

e f f ic ie n c y  e n a b le s  b jy e r s  and s e l l e r s  to  o b ta in  t ra n s a c t io n  s e rv ic e s  as  

ch eap ly  as  p o s s ib le ,  g iven  th e  c o s ts  a s so c ia te d  w ith  th ea e  s e rv ic e s .  

These t r a n s a c t io n  c o s ts  can  be s p l i t  in to  two c a te g o r ie s  o f  b ro k er and 

d e a le r  s e r v i c e s .  Broker s e rv ic e s  which In clu d e  ad v ice  o f fe re d  and 

t r a n s a c t io n  and p o r t f o l i o  a d m in is tra t io n  a re  p a id  .'o r e x p l i c i t ly  in  th e  

form o f  b ro k erag e . D ea lers  c o s ts  a re  u s u a lly  p a id  in  an Im p lic i t  

mai-.ie’*, by th e  u r e a t io i  o f  a  sp read  between a d e a le r ’s  buy and s e l l  

p r ic e  (West, R.R. -  1981 -  p g .2 1 ) . T h erefo re  in  o rd e r  t h a t  th ese  

ch a rg es  do n o t i n h ib i t  th e  m a rk e t 's  o p e ra t io n a l  e f f ic ie n c y ,  brokerage 

shou ld  be r e la te d  to  th e  c o s t  o f  ad v is in g  c l i e n t s  and concluding  

t r a n s a c t io n s .  In  th e  c a se  o f  d e a le r  c o s ts ,  th e  sp read  between buyers* 

and s e l l e r s '  p r ic e s  which i s  th e  d e a l e r 's  m argin , snould  c lo s e ly  

approxim ate th e s e  c o s ts .  The removal o f  b a r r i e r s  l im it in g  b ro k ers  and 

d e a le r s  would (a s  d js c u js e J  in  a l a t e r  s e c t io n )  se rv e  to  reduce c o s ts  as 

a r e s u l t  o f  in c re a se d  co m p e titio n .

O p era tio n a l e f f ic ie n c y  i s  th e re fo re  key to  th e  su ccess  o f  a bond m arket, 

a s  a m arket in  which t ra n s a c t io n  c o s ts  a re  low a t t r a c t s  t r a d e r s  and 

f a c i l i t a t e s  o p p o r tu n i tie s  fo r  m arket-m akers. These m arket-m akers many 

o f  whom a re  f in a n c ia l  i n s t i t u t i o n s ,  enha ice th e  m a rk e ta b ili ty  o f  

s e c u r i t i e s ,  and th e  l iq u id i ty  o f  th e s e  m arkets because in  o f fe r in g  a 

c e r t a in  p r ic e  f o r  th e  s e c u r i ty  th e  m arket-m aker en ab le s  th e  in v e s to r  to  

d isp o se  o f  th e  s e c u r i ty  q u ick ly . Where t ra n s a c t io n  c o s ts  a re  high 

m arket-m aking i s  rendered  u n a t t r a c t iv e .  S im ila r ly , t r a d e r s  a re  d riv en



from  m ark e ts  where h ig h  t ra n s a c t io n  c o s ts  w i l l  r e s u l t  in  reduced 

p r o f i t s .

In  th e  U n ited  S ta te s ,  a lth o u g h  l i t t l e  e m p ir ic a l re se a rc h  has been done 

on th e  o p e ra t io n a l  e f f ic ie n c y  o f  c o rp o ra te  bond m ark e ts , i t  i s  suggested  

t h a t  th e s e  m arke ts a re  o p e ra t io n a l ly  e f f i c i e n t  a s  th e re  a re  r e l a t i v e ly  

few b a r r i e r s  t o  becoming a b ro k er o r  d e a le r  and a s  a r e s u l t  c o m p e titio n  

i s  in te n s e .  The e f f e c t  o f  t h i s  i s  to  move brokerage and d e a le r  sp read s  

t o  l e v e l s  c o n s is te n t  w ith  th e  c o s t  o f  th e  s e rv ic e  (West, P.R. -  1981 -  

p g .? D .

The rem oval o f  r e s t r i c t i o n s  l im it in g  e n try  and th o se  s e l l in g  brokerage 

would th e r e fo r e  r e s u l t  in  in creased  o p e ra t io  l  e f f ic ie n c y  a s  th e  

e lim in a tio n  o f  b a r r i e r s  a llow s a g r e a te r  number o f  d e a le r s  tnd  b ro k ers  

to  p a r t i c i p a te  th ereb y  red u cin g  c o s ts  a s  a r e s u l t  o f  th e  in creased  

c o m p e titio n .

In  th e  n e x t s e c t io n  o f  t h i s  r e p o r t  th e  South A frican  bond m arkets in  i t s  

two segm ents ( i . e .  p u b lic  s e c to r  and p r iv a te  s e c to r )  w i l l  be an a ly sed . 

The a p p a re n t su ccess  o r  lac k  o f  su c ce ss  in  a p a r t i c u l a r  s e c to r  w i l l  be 

examined t o  a s c e r ta in  w hether th e  e x is te n c e  o r  n o n -ex is te n c e  o f  f a c to rs  

d isc u sse d  in  t h i s  mnd p rev io u s  s e c t io n s  have a ff e c te d  i t .

'M  ~ ie  South A fr ic a n  " G l l tw_and " 5 e m i-^ i ltH.Har k eU  

This m arket has grown s u b s ta n t ia l ly  over th e  p a s t  twenty y e a rs ,  and now 

com prises o v er 80S o f  th e  t o t a l  South A frican  c a p i t a l  m arket. The 

m arket has  experienced  a number o f  changes to  i t s  s t r u c tu r e  and th i s  

to g e th e r  w ith  changes in  th e  manner o f  tra d in g  have c o n tr ib u te d  to  t h i s
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grow th . In  t h i s  s e c t io n  t h i s  growth i s  co n sid e red  in  th e  co n te x t o f  th e  

f a c to r s  necessa ry  f o r  a su c ce ss fu l m arke t. The s p e c ta c u la r  growth and 

huge t r a d in g  volumes in  th e  secondary p u b lic  d eb t m arket su g g est t h a t  i r ­

i s  a s u c c e ss fu l  m arke t. The p.rowth in  tra d in g  volumes in  th e  m arket 

s in c e  <s shown in  Table 4 .3  (below) and th e  growth o f  p u b lic  d e b t

in  th e  graph below (F ie  4 .1 ) .

1980 198! 1982 1983 1984 %Chtnee
1980-1984

Nominal Volume of Gild 
PurcfiMeci {OOOOOO't} 4 219 5 100 16 640 23 071 26 5:3 >530

Volume of Sherei 
, Pwrchwej (000 000'$} £,48 567 600 750 644 -  24

TABLE 1 . 1  -  TABLE OF G IL T  MARKET VOLUMES VS FQMITY VOLUMES

Source : Max, Po liak  K F reem antle , Ju ly  1<M5.

The ta b le  shows the  s ig n i f ic a n t  growth o f  the  p u b lic  s e c to r  d e b t, s in c e  

inRn, The f a c to r s  t h a t  have c o n tr ib u te d  to  t h i s  a re  d isc u sse d  l a t e r  in  

th e  r e p o r t .

F ig  4 .1  ; Grow th o f  P t/b Jic  Rector H eht. 

Source : Max, Poliak  & F re en a n tle , July
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F a c to r s  C o n tr ib u tin g  to  th e  Growth o f  th e  P u b lic  Debt Market 

P r io r  to  1976 th e  m arket was e s s e n t ia l ly  a p r ln a ry  m arke t, with various 

p u b lic  c o rp o ra tio n s  is s u in g  in stru m en ts  to  s p e c i f ic  i n s t i t u t i o n s .  These 

i n s t i t u t i o n s  were req u ired  to  hold  th ese  in vestm en ts in  term s o f  their  

p re s c r ib e d  a s s e t  req u irem e n ts . There was very  l im ite d  t r a d e  l?i the 

secondary  m arket and th e  tra d e  t h a t  d id  o ccu r was la rg e ly  a  r e s u l t  o f  

th e  n e c e s s i ty  o f  i n s t i t u t i o n s  to  m a in ta in  h e ir  a s s e t s  a t  p re sc r ib e d  

le v e l s  (B lench -  1983).

The f a c to r s  d isc u sse d  belcw which have c o n tr ib u te d  to  th e  growth o f  the 

g i l t s  m arket a re  im portan t to  u nderstand  as  they  may p ro v id e  some 

e x p la n a tio n  f o r  th e  n e g lig ib le  growth in  a c t i v i t y  in  th e  c o rp o ra te  bond 

o r  d eb en tu re  m arket in  South A fr ic a .

(a )  The Im pact o f  In f la t io n

The o ccu rren ce  o f  h igh  r a t e s  o f  i n f l a t i o n  was th e  f i r s t  f a c to r  to  have 

a r  im pact. P r io r  to  1976 in f l a t i o n  was r e l a t i v e ly  low and as  a r e s u l t  

i n t e r e s t  r a t e s  rem ained low and f a i r l y  s ta b l e .  S ubsequently  i n f l a t i o n  

r a t e s  ro se  r e s u l t in g  in  h ig h er and mere v o l a t i l e  I n te r e s t  r a t e s .  These 

v o l a t i l e  I n t e r e s t  r a te s  r e s u l te d  In  la rg e  f lu c tu a t io n s  in  bond p r ic e s  

and s u b s ta n t ia l  c a p i ta l  g a in  o p p o r tu n i tie s  t h a t  were c re a te d  fo r  

t r a d e r s .  T h erefo re  more „ rad e rs  wer» drawn to  th e  m arket due to  

a t t r a c t io n  o f  h ig h e r  r e tu r n s .  Through th e  use  o f  hedging s t r a te g i e s  

t r a d e r s  could  never them selves and make a t t r a c t i v e  r e tu rn s  on both  sh arp  

upward and downward movements in  m arket r a t e s .  For example, by 

o b ta in in g  # p u t and c a l l  o p tio n  on a p a r t i c u l a r  s e c u r i ty ,  t r a d e r s  could  

tak e  advantage o f  movements in  e i t h e r  d i r e c t io n ,  provided th ese  were 

s u b s ta n t ia l .  This th e re fo re  in tro d u ced  i  g re a te r  number o f  buy ers  and
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s e l l f s  i n to  th e  m arket, Wile , roved th e  j r k e t a b i l i t y  o f  th e  

s e c u r i t i e s  and a ls o  orovided t.re s te :  l i q u id i ty  In  th e  i

(b)

As t r a n s a c t io n  c o s ts  on th e  JSE were h ig h  and In  ex cess  o f  th e  cost o f  

com pleting  t r a n s a c t io n s ,  th e  m a jo r ity  o f  t ra d e  o ccu rred  o u ts id e  o f  th e  

JSE in  th e  o v e r- th e -c o u n te r  m arket where t ra n s a c t io n  c o s ts  were low er.

In  1978 th e  JSE re g u la tio n s  were amended to  a llow  s to ck b ro k ers  to  

p a r t i c ip a te  in  t h i s  m arket fo r  t h e i r  own acco u n t. T his in tro d u ced  more 

p a r t i c ip a n ts  in to  th e  m arket which he lp ed  improve l iq u i d i t y  in th e  

m arket and th e  t r a d e a b ility  o f  s to c k s . In  a d d it io a  b ro k e rs 1 commission 

rates w ere out, reducing  t ra n s a c t io n  c o s ts  and a t t r a c t in g  fu r th * -  t ra d e  

to  th» JSE.

. 1

The changes in  amendments and th e  more v o l a t i l e  l e v e l s  o f i n t e r e s t  r a t e s  

were coupled with se v e ra l  s t r u c tu r a l  amendments t h a t  a f f e c te d  th e  South 

A frican  c a p i t a l  ma w ets. These Included amendments to  th e  p re sc r ib e d  

a s s e t  l e v e l s ,  ^hame le v e ls  were In cre a sed  by th e  government in  1977 and 

to g e th e r  w ith  th e  growth in  i n s t i t u t i o n s  in  th e  p e rio d  from th en  to  the  

e a r ly  19@D's. r e s u lte d  in  a s u b s ta n t ia l  growth In  th e  s iz e  o f the  

m arke t. The growth in  th e  le v e l  o f  p u b lic  deb t i s  w ell i l l u s t r a t e d  by 

F ig  4 .1 . M arket s iz e  I s  an im portan t f a c to r  in  a su c ce ss fu l bond 

m arket, as  t ra n s a c t io n s  need to  be s u f f i c i e n t ly  la rg e  fo r  buyers and 

s e l l e r s  to  t ra d e  e f f e c t iv e ly  and make use  o f  hedging s t r a te g i e s .

A s u b s ta n t ia l  p o r tio n  o f  t h i s  t ra d e  was a t t r a c te d  to  th e  JSE by the  

improved o p e ra t io n a l  e ff ic ie n c y  o f  th e  m arket. T his was c r e s u l t  o f

'  . ' . . A "  ^



low ered t r -  t a c t io n  c o s ts  which a t t r a c t e d  more p a r t i c ip a n ts  and 

a l l e v i a t i o n  o f  r e s t r i c t i o n s  l im it in g  p a r t i c ip a n ts  by a llow ing  

s to c k b ro k e rs  t o  t ra d e  f o r  t h e i r  own a cco u n t. T his played  a l a r g e  p a r t  

in  in c re a s in g  th e  m a rk e ta b ili ty  o f  t h e y  s e c u r i t i e s  on th e  JSE and in  

making th e  JSE a more l iq u id  m ark tt The h ig h e r  volumes on th e  JSE a ls o  

r e s u l te d  in  th e  s e p a ra tio n  o f  t h i s  market, in  1980 and th e  opening o f  a 

s e p a r a te  " g i l t s "  f lo o r  in  t h a t  y e a r .  The opening o f  * e p a ra te  m arket 

a ls o  a s s i s te d  t r a d e ,  c re i  ^*ng c o n d it io n s  n ecessary  fo r  f u r th e r  expansion 

o f  t h i s  m arket (Diekman, A. -  September 1983 -  p g .1 5 ).

Y ie ld s  on th e s e  in stru m en ts  were a ls o  made more co m p e titiv e  and m arket 

o r ie n ta te d  by th e  I s s u e r s  d u rin g  t h l a  p e rio d  (Diekman, A. -  September 

1983 -  P g .Q) .  T his made i n s t i t u t i o n s  more w i l l in g  to  t ra d e  in  the  

p a r t i c u l a r  in s tru m en t?  and a ls o  a s s i s te d  th e  growth o f  t ra d e  in  t h i s  

secondary  m arke t.

(d )  M a rk e ta b il ity

The im portance o f  m a rk e ta b ili ty  o f  in s tn m e n ts  has  been s tr e s s e d  by many 

o f  th e  la rg e  I n s t i t u t i o n s  Involved In  th e  m arket as  th e  m a rk e ta b i li ty  of 

In s tru m en ts  on th e  secondary m arket makes new i s s u e s  more a t t r a c t i v e .  

F urtherm ore p a r t i c ip a n ts  a re  ab le  to  t r a d e  more e a s i ly  and tak e  

advantage o f  y ie ld  f lu c tu a t io n s  In  such a m arke t. L arg er i s s u e r s  such 

a s  ESC0M, SATS and th e  OPO have th e re fo re  made them selves m arket-m akers 

in  c e r t a in  i s s u e s  o f t n e l r  s e c u r i t i e s ,  by q u o tin g  buy and s e l l  p r ic e s  

f o r  th ese  s e c u r i t i e s .  In  a d d it io n , th e s e  I s s u e r s  have a ls o  c o n so lid a te d  

t h e i r  l e s s  m arke tab le  i s s u e s .  ESCOM c o n so lid a te d  16 o f  i t s  l e s s  

m ark e tab le  s to c k s  In 1985. '.u , . r r t  o f  i t s  programme of



c o n s o lid a tin g  66 o f  i t s  l e s s  m arke tab le  i s s u e s  i n to  3 Iss u e s  (W, Kok -  

1986 -  p g .2 4 9 ). These s t r a te g i e s  have g r e a t ly  a s s i s te d  in  im proving th e  

o p e ra t io n a l  e f f ic ie n c y  o f  th e  m arket by ra p id ly  p ro v id in g  a c e r t a in  

p r ic e  to  in v e s to r s .  F urtherm ore, th e  p o l ic ie s  o f  th e s e  a u th o r i t i e s  has 

been t o  i s s u e  new s to c k  through ta p  i s s u e s  on e x is t in g  m ark e tab le  is s u e s  

which has l im ite d  th e  Iss u e s  In  c i r c u la t io n  to  th o se  which a re  

m ark e ta b le . T his has  gone a long  way to  fu r th e r  im proving th e  g i l t s  and 

s e m i-g i l t s  m ark e ts .

T h is  s e c t io n  has  focused 011 f a c to r s  t h a t  have r e s u l te d  in  th e  growth in  

th e  s e m i-g i l ts  and g i l t s  m ark e ts . These a re  m ainly s t r u c tu r a l  and a re  

f a c to r s  t h a t  have c o n tr ib u te d  to  t h i s  m a rk e t's  o p e ra t io n a l  e f f ic ie n c y .  

However . s n ecessary  to  review  w hether t h i s  m arket i s  e f f i c i e n t  in  

impounding in fo rm a tio n  ra p id ly  i n to  i t s  s e c u r i ty  p r ic e s .  No re se a rch  

has been done in  South A fric a  on th e  e f f ic ie n c y  o f  g i l t  and s e m i-g i l t  

m ark e ts . However p r ic e s  do r e a c t  q u ick ly  to  changes In  I n te r e s t  r a te s  

su g g e stin g  t h a t  y ie ld s  do r e f l e c t  a l l  p u b lic ly  a v a ila b le  in fo rm a tio n  and 

th a t  new In fo rm a tio n  i s  Impounded in s ta n te o u s ly .  T his su g g e sts  th a t  

t h i s  m arket can be regarded  as  e f f i c i e n t ,  which f u r th e r  c o n tr ib u te s  to  

th e  f a i r  p r ic in g  o f  s e c u r i t i e s  end h e lp s  improve th e  m arket, making i t  

more s u c c e s s fu l.

The f a c to r s  t h a t  have c o n tr ib u te d  to  th e  su ccess  o f  th e  s e m i-g i l t  and 

g i l t  m ark e ts , a re  r e f le c te d  in  th e  growth in  s iz e  and t ra d e .  However a 

very l im ite d  number o f  Iss u e s  do in  f a c t  t ra d e  as  th e  s t a t i s t i c s  shown 

in  C hapter 5 in d ic a te ,  su g g estin g  t h a t  th e  m arket I s  only p a r t ly  

su c c e s s fu l.  The f a c to r s  l im it in g  t ra d e  in  th ese  "u n su c ce ss fu l"  Issu e s  

a re  d iscu ssed  in  t h a t  c h a p te r .
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S h a res  anti d eb en tu res  a re  th e  two broad c a te g o r ie s  o f  s e c u r i ty  th a t  

p r iv a te  s e c to r  companies may use to  f in a n c e  t h e i r  lo n g -te rm  c a p ita l  

req u irem e n ts . These in stru m en ts  were i d e n t i f i e d  and d isc u sse d  in  the 

s e c t io n  d e a lin g  w ith  c a p i ta l  m arket in s tru m e n ts .

Although d e b e n tu re s  a re  f ix ed  inccxrz s e c u r i t i e s  and th e re fo re  nave 

s im i la r  c h a ra  t e r i s t i c s  to  g i l t s  and s e m i-g i l ts  they t ra d e  <... th e  "main 

f lo o r "  o f  th e  JSE to g e th e r  w ith  s h a re s  a s  th e  sm all volumes o f deben tu re  

t ra d e  (d isc u sse d  below) have never n e c e s s i ta te d  o r  suggested  i t s  removal 

from th e  main b oard . I t  i s  suggested  th a t  th e  impact o f  t h i s  on the  

su c ce ss  o f  th e  d eb en tu re  m arket i s  in s ig n i f i c a n t .  When th e  g i l t  and 

d eb en tu re  m arkets a re  compared i t  i s  ap p aren t th a t  the  g i l t  market %r 

s u c c e s s fu lly  b e fo re  th e  s e p a ra tio n  o f  th e s e  tra d in g  f lo o r s .

There a re  over 130 s t r a ig h t  deuen tu re  is su e s  l i s t e d  on the  JSF w ith  a 

m arket c a p i t a l i s a t i o n  o f  s to ck  in  i s s u e  o f  approxim ately  R1 212 m il lio n . 

The v a lu e  o f  d eb en tu re  t ra d e  during  19fl7 rep re se n te d  approxim ately  

R1X) 000 000. T h is  re p re s e n ts  only 11% o f  th e  r o ta l  is su e  v a lu e  as 

compared w ith  a lm ost 25S th e  g i l t  and s e m i-g i l t  m arkets (See Appendix 

I ) .  Thus the  merkec i -  r e l a t i v e ] - a r r l ]  uoth as reg a rd s  volume of 

a c t i v i t y  In  the  secondary m arket and th e  t o ta l  v a lu e  o f s e c u r i t i e s  in  

is s u e .  The number o f  new iss u e s  coming to  th e  prim ary m arket i s  a lso  

m inim al. This su g g ests  th a t  th e  South A frican  deben tu re  l a  not a 

r e l a t i v e ly  su c c e ss fu l s e c t io n  o f th e  South A frican  c a p ita l  market 

p a r t i c u l a r ly  when compared in  s iz e  to  t:,e  ,T i l t s  and share  m arkets. The 

g i l t s  m arket in  19?;- amounted to  ?bout b i l l i o n  In market 

c a p i t a l i s a t io n  and th e  e q u ity  market, tn  about P45 b i l l io n  w ith  tr  Me of

.lit.
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R16 b i l l i o n  in  g i l t s  and R2,?5 b i l l i o n  in  e q u i t i e s  <J5F •• Annual Report 

-  198?). T his s e c t io n  th e re fo re  examines th e  e f f ic ie n c y  o f  p r ic in g  and 

o p e ra t io n s  on th e  JSE in  o rd e r  to  a s se s s  how th e s e  f a c to r s  a f f e c t  th e  

d eb en tu re  m a rk e t 's  su c ce ss . The e f f e c t  o f  m arket s iz e  in  i t r e l f  may 

have s ig n i f ic a n t  im pact, and i s  examined s e p a ra te ly  in  C hapter 5.

The very l im ite d  amount o f  t ra d e  th a t  does tak e  p lac e  su g g ests  th a t  

p r ic e s  do n o t a d ju s t  ra p id ly  to  changes in  p u b lic ly  a v a ila b le  

in fo rm a tio n . In  in te rv ie w s  w ith  s to ck b ro k ers  and m erchant b ankers i t  

was suggested  t h a t  th e  a c tu a l  number o f  s e p a ra te  t r a n s a c t io n s  tak in g  

p la c e  i s  r e l a t i v e ly  few w ith  in d iv id u a l  t ra n s a c t io n s  in  some cases  

re p re s e n tin g  more than  10? c f  th e  t o ta l  annual t r a d e .  The low 

t r a n s a c t io n  volumes in d ic a te  th a t  in d iv id u a l t r a n s a c t io n s  may have 

s ig n i f ic a n t  impact on p r ic e s  su g g estin g  t h a t  t r a n s a c t io n s  may tak e  p lace  

a t  p r ic e s  which do not r e f l e c t  a l l  p u b lic ly  a v a ila b le  in fo rm a tio n . Free 

t h i s  i t  can be deduced th a t  t i e  South A frican  deben tu re  m arket i s  

probably  not e f f i c i e n t l y  p riced  and i s  th e re fo re  n o t a " f a i r  game"

m arke t, th v s  in h ib i t in g  the  m a rk e t's  su ccess  and l im it in g  t ra d e .

I n te r - l in k e d  w ith  th e  e f f i c i e n t  p r ic in g  o f  s e c u r i t i e s  i s  the  o p e ra tio n a l 

e f f ic ie n c y  o f  th e  m arket. Some o f th e  f a c to r s  th a t  i n h ib i t  the  

a t t a in in g  o f  f a i r  p r ic e s  may a ls o  be a t t r ib u t e d  to  th e  o p e ra tio n a l 

in e f f ic ie n c y  o f the  m arket. Tn examining t h i s  o p e ra t io n a l  e ff ic ie n c y  

which i s  key to  a s se s s in g  a m a rk e t 's  su ccess , i t  i s  f i r s t  n ecessary  to

focus on th e  t ra n s a c t io n  c o s ts  invo lved .

Tn South A frica  t ra n s a c t io n  c o s ts  do n o t only in rlu d  b ro k ers
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ccw m ission, b u t m arketable  s e c u r i t i e s  t a x .  T his ta x  i s  charged  on a i l  

pu rchase  t ra n s a c t io n s  and u n t i l  1983, was I t  o f  th e  purchase 

c o n s id e ra t io n  in v o lv ed . The tax  was a b o lish ed  in  1983 and i t  was 

su g g ested  t h a t  t h is  would c o n tr ib u te  to  an improved t ra d e  in  t h i s  market 

(W .J. Kok -  1986 -  p g .2 6 1 ). This m arket has however n o t grown 

s u b s ta n t ia l ly  and only lim ite d  t ra d e  s t i l l  o ccu rs  due to  th e  e x is te n c e  

o f  o th e r  s t r u c tu r a l  c o m p le x itie s  which a re  d iscu ssed  l a t e 1- in  the  

s e c t io n .  Brokerage on d eb en tu re  t ra n s a c t io n s  i s  low -  about 0 ,25*  of 

th e  c o n s id e ra t io n . W hile t h i s  may not re p re s e n t  th e  t ru e  c o s t  o f  the  

tr a n s a c t io n  i t  i s  s im ila r  to  t h a t  on e q u i t i e s  and in  i t s e l f  should r o t  

be a m ajor f a c to r  i n h ib i t in g  tra d e  (JSE -  Rules and R e g u la tio n s). 

However, in  th e  c ase  o f  f ix ed  in t e r e s t  s e c u r i ty  t r a d e r s  who c o n tin u a lly  

buy and s e l l ,  th ese  c o s ts  could become s ig n i f ic a n t  and may to  some 

e x te n t  i n h ib i t  t h i s  t ra d e .

In h ie  s e c t io n  d e a lin g  w ith  o p e ra t io n a l  e f f ic ie n c y  i t  was in d ic a te d  th a t  

m arke ts th a t  a re  n o t o p e ra t io n a l ly  e f f i c i e n t  u s u a lly  include  b a r r i e r s  

t h a t  r e s t r i c t  e n try , r e s u l t in g  in  h igh  c o s ts  f o r  s e rv ic e s .  I t  i s  

b e lie v e d  th e s e  c o s ts  a re  not o f  m ajor s ig n if ic a n c e  in  the  South A frican  

m ark e t. However, d e s p ite  t h i s ,  th e  South A frican  m arket appears th in ly  

tra d e d  and th e r e  i s  an absence o f  m arket-m akers to  make s e c u r i t i e s  more 

m ark e tab le  and th e  m arket more l iq u id .

The absence o f  s ig n i f ic a n t  a c t i v i t y  in  t h i s  m arket can  fu r th e r  be 

a t t r ib u t a b le  to  r e s t r i c t i o n s  on i n s t i t u t i o n s .  These r e s t r i c t i o n s  c re a te  

b a r r i e r s  t h a t  l im i t  I n s t i tu t io n s  in  t h e i r  a c t i v i t i e s ,  and a re  the 

"p resc r ib e d  a s s e t  requ irem en ts" which s t i p u la t e  t h a t  i n s t i t u t io n s  must 

hold  a s p e c i f ie d  p o r tio n  o f  t h e i r  investm en ts in  c a te g o r ise d
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in v es tm e n ts , These c a te g o r ise d  in v estm en ts  a re  th e  g i l t  and s e m i-g i l t  

s e c u r i t i e s  id e n t i f i e d  in  Table M.?. As a r e s u l t  i n s t i t u t io n ;  have a 

s u b s ta n t ia l  p o r tio n  o f  t h e i r  funds in v es te d  in  th e s e  f ix e d  income 

s e c u r i t i e s .  F u r th e r  Investm ents in  f ix ed  income s e c u r i t i e s  would 

th e r e fo r e  be u n a t t r a c t iv e  as a lth o u g h  th e s e  s e c u r i t i e s  a re  t r a d i t i o n a l l y  

more s ta b l e  they  p ro v id e  lower r e tu rn s  th an  e q u i t i e s .  There i s  

th e r e fo r e  l im ite d  p a r t i c ip a t io n  by th e s e  i n s t i t u t i o n s  in  th e  m arket, 

which would probably  have been mere a c t iv e  had th e  Investm ents 

p re sc r ib e d  been based on a c r e d i t  r a t in g  system  as  opposed to  a 

s p e c i f ie d  l i s t .  As I n s t i tu t io n s  t r a d i t i o n a l l y  rom inate  f ix ed  income 

s e c u r i t i e s  m arket* th e s e  r e s t r i c t i o n s  sev e re ly  l im i t  p a r t i c ip a n ts  in  the  

d eb en tu re  market, (Fabozzi and G ro p p e lli  -  1981 -  p . lM .  In a d d it io n  

th e s e  i n s t i t u t i o n s  a re  o f te n  th e  m arket-m akers in  th ese  s e c u r i t i e s ,  

th e s e  m arket-m akers having c o n tr ib u te d  to  th e  growtn in  the  g i l t s  and 

s e m i-g i l ts  m arkets (W.J. Kok -  1986 -  pg.P'SO).

I t  i s  e v id e n t t h a t  th e  l im ite d  number o f  p a r t i c ip a n ts  in  th e  bond m arket 

i s  p a r t ly  th e  r e s u l t  o f  p resc rib e d  a s s . t  r e s t r i c t i o n s  which make t ra d e  

d i f f i c u l t  as th e  is s u e r s  do not c re a te  m arkets in  t h e i r  own s e c u r i t i e s  

l i n t s  a sp ec t i s  d isc u sse d  in  C hapter 5 ) .

The above f a c to rs  to g e th e r  w ith th e  1' -ted  t ra d e  in  th e  debenture  

m arket augment t h a t  th e  market i s  not o p e ra t io n a lly  e f f i c i e n t .  The 

r e s t r i c t i o n s  on o p e ra t io n a l  e ff ic ie n c y  a re  s ig n i f ic a n t  and appear to  be 

a major f a c to r  in h ib i t in g  the  secondary c o rp o ra te  deben tu re  m arket.

" .6  C onclusion

TMs c h ap te r  examine-, the  ro le  and components o f the  c a p ita l  m arket.



The m arket I s  a very  im p o rtan t p ro v id e r  o f  f in a n c e  to  companies in  the  

p r iv a te  s e c to r  and a u th o r i t i e s  in  th e  p u b lic  s e c to r  in  o rd e r  to  f in a n c e  

t h e i r  Jong-te rm  e x p e n d itu re . The in stru m e n ts  used to  f in an ce  th ese  

a c t i v i t i e s  in c lu d e  s h a re s , v a r ia b le  i n t e r e s t  s e c u r i t i e s  and f ix e d  income 

s e c u r i t i e s .  The most s ig n i f ic a n t  o f  th e s e  in stru m en ts  a re  f ix e d  income 

s i t i e s .  These, a s  in d ic a te d , make up over 851 o f  th e  t o t a l  m arket 

a c t i v i t y  o f  which th e  v a s t  m ajo r ity  i s  in  th e  p u b lic  s e c to r .

The g i l t s  and s e m i-g i l ts  m arkets can be c la s s i f i e d  as  e f f i c i e n t  both  in  

th e  impounding of in fo rm a tio n  in to  s e c u r i ty  p r ic e s  and in  t h e i r  

o p e ra t io n a l  e f f ic ie n c y  as  th e  f a c to r s  i d e n t i f i e d  a s  necessary  f o r  a 

s u c c e ss fu l  m arket appear to  e x is t  in  t h i s  s e c to r .

As th e  s t a t i s t i c s  on a c t iv i t y  in  th e  d eb en tu re  m arket in d ic a te ,  t h i s  

m arket ep p ears  to  be an u n su ccess fu l m arket as  the  f a c to r s  i d e n t i f i e d  as 

n ecessary  f o r  a su c ce ss fu l m arket do n o t appear to  be p re s e n t .  The 

m arket does ix>t appear to  be e f f i c i e n t l y  p r ic e d  and fu rtherm ore 

r e s t r i c t i o n s  imposed through th e  p re sc r ib e d  a s s e t  req u irem en ts  make 

r .e c u r i t ie s  i l l i q u i d  and unm arketable. T ra n sa c tio n  c o s ts  do not appear 

to  be s u b s ta n t ia l ,  p a r t i c u l a r ly  a f t e r  th e  removal o f th e  11 m arketable  

s e c u r i t i e s  tax  in  19*1

A d d itio n a l f a c to r s  that. cou1d be i n h ib i t in g  t h i s  m ark e t’s  success a re  

d iscu ssed  i^  " h s p te r  5 . TVn c h ap te r  a ls o  p rov ides recommendations on 

f a c to r s  t h a t  could Improve the  m a rk e t's  su ccess . At t h i s  s ta g e  o f  the  

r e p o r t  i t  i s  suggested  tn a t  removing o r  a l t e r in g  th e  p re sc r ib e d  a s s e t  

req u irem en ts  may nave a d e s ir a b le  im pact which w il l  a llow  i n s t i t u t io n s  

to  becom-? invo lved  in  the  c o rp o ra te  s e c to r  and may thereby  in tro d u ce  

fu r th e r  p a r t i c ip a t io n  and s tim u la te  th e  m arket.
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