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internal and external factors, the higher the level of business risk, as
uncertainty about future internal and external factors results in a
greater variability in future profits and cash flow. This results in

greater uncertainty or risk of default in the future,

Internal factors wnich impact future returns include those which alter
the operating efficiency of the firm. For example, changes in
management or lzbour problems may result in reduced operating efficiency
and returns as a change in management in an organisation could result in
reduced efficiency with lower returns. A company with an unstable
managerznt in a constar: process of change therefore has an inherently
greater level of internal business risk. Similarly a business with an
unstable labour force has a greater degree of internal business risk

than a company with a very -~table labour force.

Companies with unstable and uncertain external factorn are subject to 2
subatantially higher level of business risk, than companies with more
stable and certain external factors. These external factors may include
changes in competition and markets, Therefore companies in industries
with numerous competitors and numerous changes in those competitors will
be subject to a greater level of business risk. Similarly, wtere
products and markets “re continually in 8 situation of flux, tuose
companies, in that external environment, have a greater level of

inherent external business risk (e.g. electronics mamufacturers),

(i) Einancial Bisk
Linked to business operating risk and an integral part of default risk,

is financia! risk, Financlal risk i3 related to the manner in which a
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company finances ito activities, and can be assessed by reviewing its
capital structure., This ri-i {s created by the introduction cf fixed
financial obligations that a firm is required to meet, These
obligations are & re=ult of the need to service debt through the payment
of intercst and repayment of capital on maturity. Financial risk is
areated by the introduction of debt where a company unable to generate

sufficlent cash to meet debt and interest charges would be in default.

Despite this financial risk, firms are attracted to debt finance due to
the leverage advantages they may obtain. Wwhere interest charges are
below the return on the funds invested, debt will reduce the companies
aost of capital resulting in superior returns to the particular firm,
When applied with its assumptions this is contrary to Modigliani and
Millerts (M-M) theory. M-M argue that th uix of debt and aquity is
irrelevant in obtaining the optimal capital structure and that investors
will arbitrage out any superior return enjoyed on a leversged compuny's
shares, This will result ultimately, in the same cost of capital,
regardless of capital structure, Underlying the basic propositions of
the M~M theory are several assumptions. The basis of these assumptions
is that capital r -kets are perfect, They assume that information is
costless, there are no transactions costs and no taxes exist (Miller ami

Modigliani - 1958 - pg.2u0-2),

These assumptions do not apply in practice as capital markets are 1in
reality imperfect, The existence of imperfections restricts arbitrage
and also creates costs. Costs of bankruptcy exist in the real world and
consequently highly levered firms wh:.h run greater risk of barkruptoy

are more expcsed to this. Rankruptcy costs therefore incraase financial

5 .
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risk and push up the premivm or ¢.. of capital, due to the losses that

msy occur in the case of bankruptey (see Fig 3.2).

I
//
With

Required Bankruptey™ "~

Return o Couts e

Equity Premium
for Financial
Risk

everage Premivr, for
Business Risk
Risk Free Rete
Leverage B/S
Fig 3.2

Source: Var. Horne, J.C, - Financial Management and Policy ~ 1980 -
PR.2T6.

Othr - market imperfe~Lions that disprove the assumptions of M-M alsc
have an impact on premiums, These are not discussed in any detail as
they are outside the ares covered by this paper. These restrictions
include the existence of taxes and the inability of investors to borrow
at the same rates as companies, The effect of these ia to alter the
shepe of the cost of capital line. The effects of tax servs to recuce
the cost of capital while bankruptcy costs, increase the cost. The
graph below shows the interaction of these factors and “hs. an optimal

structure is ultimately reached (Fig 3.3).
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These market imperfections illustrate that an optimal capital structure
exists in reality and that financial risk is increased by gearing which
creates a risk premium, It is z.30 suggested that this premjum is
reflected in both the value of equity and debt. This is due to the
market imperfections adding costs to lenders, as the major risk to which
lerders are exposed is faillure to neet obligations and resultant
bankrupicy. The recovery of capital and interest may be delayed in
these clrounstances snd involve costs to lenders as third parties become
involved whose costs must te deducted from the liquidation proceeds
{even if debt is secured, herefore in practice lenders are likely to
incur costs and when deot {8 upsecured may not recover the full amount
of their capital ard arrear intsrest. As the bankruptoy costs,
ini“ially azsumed away by M-M, do exist in practice, the increased
likelihood of their occurrence will add a8 premium Lo the value of all

securities, including debt,
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In practice, Financial risk and business risk are also inter-related.
Where esrnings are erratic and business risk is consequently high, the
risk of failure .3 higher amd as a result pushes up financial risk.
Therefore lmproved operating efficiency can reduce business risk. This,
as Frederiek Joseph points out, is essential to reducing financial risk,
a8 it {s the firms® operating ability and its cash gener ting
capabilities that ultimately services the debt (Financizl Executive -
October 1986), Stable operating performance ensures wore predictable

cash flows and provides .reater as: rance thet debt will be serviced,

3.3 ike Impact of Risk ¢ field Curves

All the risks identified do in some or other way affert yields. The
systemetic risks which impact yields, result only from movements in the
factors identified previcusly. For example, purchasing prer levels or
interest rates are not risks in themselves and at 2 poim in tume the
effect on bond prices will be the same across all categories of bonds,
Yields will move as a result of change® in interest rates or
inflationary expectations. The risk is therefore that bond ylelds will

alter as a result of changes ir these facters,

Unsystematic riske differ in that they are reflected in a bond premium
or spread. Therefore a specific category will at any particular time
(for the most part) enjoy a certain level of unsystematic risk (be it
default or marketability risk) whereas bonds are exposed to aystematic
risik and react to changes in it, The diagram below (Fig 3.4) shows the
yields for classes of bond over a period of time in the United States.
The baxds in the chart {nclude Municipal, Goverrmment, High grade and

Mo ium grade corporate bonds, The chart illuatrates that spreads exisy
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between the various classes of bonds, depending upon the risks to which

they are exposed at a given time and how they interact.
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Cohen, Zinbarg and Zeikel - pg.462,
As indicated by Figure 3.4, unsystematic risks affect the premiums
attaching to bonds and are therefore critical to understanding the
valuation of bonds other than risklers government bonds, The impact of
thesa is examined in the following section, which analyses the effects

of the most important of these risks, namely defsult risk.
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Before exsmining the effect of default risk on yields, it is necessary
to briefiy assess the impact of ihe various other components of
unsystematic risk, These components include marketability riak and
issue specific risks, Marketability risc is likely to be impounded into
security prices by the level of activity in a particular security.
Therefore less marketable issues are likely to trade at a premium as

ocompared to more marketable issues.

Issue specific risks, such as a call option on bonds, are likely to have
a simiiar effzct, as an issuve with a call option is likely to trade at a
premium as compared with a similar issuve without such an option, Other
issue specific risks include reinvestment risk, the effect of which is

similar to interest rate risk, and i3 not dealt with in this paper.

3.3.1  Ihe lompuct ef Risks other than Defmult

The previous section has briefly examined the various risks affecting
the values of corporate bonds, the most significant of whieh include
marketability risk and call risk. These are "quantified" by markets and
are impounded in the bond prices, These risks are therefore in
themselves not likely to inhibit trade because of difficulties in their
quanty ficatior »nJ consequently in the determination of fair bond

values,

Similarly, the effects of other unsystematic risks such as price risk

and reinvestment risk, an well as systematic risks such as interest rate
ard purchasing power risk will not be impounded in a bond price premium,
a8 these risks are risks of coange as opposed to level and do not affect

bond values at a point in time.




Default risk {s, therefore, the only remaining risk and its impact on
bond prices as {llustrated by U S, research is very significant, The
importance of quantifying hond risk is therefore critical to the
valuation process, as is well illustrated by the research in the
following section, This research highlights that bond prices are
affected by thelir default risk and that default -isk is well quantified

by the quality ratings afforded corporate bonds in the United States,

3.3.2 Ine Impact of Default Riax

The research in this seciion shows that chuanges in economic conditions
which increase the risk of failure, result in changes in default risk
and as a result the yields on bonds., The research indicates that yields
are affected by credit risk and that .nformation is of significance in

the valustion process,

Soldofsky and Miller analysed the interaction of risks, by measuring the
standard deviations in returns of various categories of bond., Their
analysiy showed that the standcrd deviations of annual yields on
long-term government debt was 5,12% whereas that in AAA grade bonds was
4,02, and 4,348 and 4,21% on AA and A grade bonds respectively
(Soldofsky and Miiler ~ Journal of Finance, Junc 1969, pg.444). Thia

result would appear incorrect without understanding the interaction of

various risi components, and without understanding the effects of

default risk,

Long-term govermment bond yields are only affected by interest rates,

purchasing power and market levels, Changes in their ylelds would only




arise as a result of changes in these factors., The risiks to whioh
government bonds are exposed would therefore include interest rate risk,
purchasing power risk and merket risk. Corporate bonds or the other
hand are affected by other risks, and in particular they are affocted,
to varying degrees, by business or default risk (depending on their
quality).

The risk components discussed sbove will offset each other at varicus
stages of the business cycle. This is evidenced by the fact that yleld
variations are smaller in the case of corporate bonds, as compared with
government bonds. The interiction of the above risks, is a resuit of
their offsetting each other during the various stages of the economic
ecyole, During an expansionary upward movement in the economic cycle
investors regard these bonds as improving 1n quality. This reduces the
level of default risk to which these bonds are axposed, thereby reducing
ylelds. However, the increased demand for money during an economic
upturn causes incerest rates to rise and prices to fall with thes:
reduced levels of defauit and higher interest offsetting each other,
This interactic * does not occur in the case of long-term govermment
bords wnich are unly affected Ly interest rates and other systematic
factors su'' . marvet and purchasing power levels (Soldofaky and Miller
- Journal o Finance, June 1969 - pg.445), The above analysis therefore
provides widence indicatir; . hat vield curves on corporate bonds are

partly afrected by tha exposire of corporativos to cefsult risk,

In Soldofsky and Miller's analysis of the effects of the 1958 sconomic
recovery on bond returns, further evidence was provided as to the

effects of credit risk nn bond vields., 'n their study they found rising




interest rates causing govarmment bond yielde to rise and prices to
fall. A negative return of 5,37 was experiencec on tliese honds during
this period, High grade bonds experienced a 0,5% ncgative return and
lower quality ronds showed positive returns (Soldofsky and Miller -
Journsl of Finance, Jume 19569, pp.443), Th: results of the r¢ carch
completad indicate that the level of default risk declined due to th:

improved economic climate, resulting in lower y ~ids,

The above findings are supported by Altman and Nammacher in their
ar.lysis of vorrelations between Treasury bond and Corporate bomi
yields ‘They found that yields on Treasury bonds :or! /54 corporate
bords have correlations of 0,86, Treasury bonc have
correlations of 0,77 while corporates with ratings have even
lower correlations of 0,51 (Altman and Nammucher - Financia. analysts
Jeurnal - July/August 1985%), This further illustrates the »ffects of
default risk end tle {nteraction of interest rates and defauit risk on
yields, 1In the case of low-grade hords the exposure *o faflure is
higher and the impact of default risk is greater, as indicated by the

lower correlation with treasu y bonds.

Further effects of default risk and changes in bond exposure to this
risk are illustrated in the empirical research discussed below., This
research indicates that poorer hond quality and increased exposure to
default risk will cause bonds to trade at a prem‘um. The poorer the
quality the greater is the hond premium, which indicates the

significance of defsult risk in the vuluation process,

v
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(a) Empirical Studies on the Inpack of Default Risk.on Yields
Having cetablishad that default risk impacts the value of bonds the
research discussed below highlights how bonds of lower qualities trade
¢t premiums ir relation to investment quality bonds. However, the
results of these studies sre n t entirely conclusive, as some of the
findings suggest that premiums on low grade bonds are in excess of risk,
while others argue thai these returns are fair, A review of research of
company risk adjusted ylelds is provided below. In addition, in order
to understand theae relationships, research on the effects of economic

conditions and the effects of interest rate movements on bechaviour is

analysed,

Weinztein (1087} reviewsd the performance of low-grade bonds during the
period 1962 .74, The «nalysis did not distinguish between periods of
stable and unstable interest rates and further, failed to analyse the
effects nf changes in the economic cycle, Weinstein found that - he
realised returns on lower-grade speculative issues were greater than
those on high-grade bonds but chat after adjusting for the effects cf
risk these cxcess returns were .ot sigrificant (Weins .ein - Journal of

Portfol o Management - Snring - 198",

Weinstein's study was ¢ apleted by adjusting for differences in
systematic risk (the unsvstematic having been diversified sway’.
Syotematic risk contains an element of defsull (isk, as global {sctors
such as the econcmic eyele sf et all corporste bonds, The systematic
exposure of low-grade bonds to default risk is greater than high~grade
bonds, slthough the extent of this component veries with the cconomic

oyele. The risk adjusted returns during the period 1962-7" may
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therefore have been higher as 8 result of the relatively good economic
conditions during this period. It is thersfore suggested that returns
could well be in line with the quality ratings with which bonds are
provided, and that bonds were in -t valued according to their

respective ratings,

Ma and Weed (1985) in a study of takeover "junk bonds" (low-grade) found
that these bonds were not mispriced on a yield to maturity basis, The
results suggest that risk is properly discounted and that there iz no
significart evidence to indicate that these instruments are mirpriced

(Ma and Weed - Journal of Portfolio Management - Fall 1986),

Altman and Nammacher (1985) showed that low-grade bonds enjoyed
substantially higher returns as compared witn guvernmert bonds. During
the period 1978 to 1983 they found that net returns were 4,9% to 5,8%
above the govornment index and that default experience averaged 1,52%

(Altman and Narwacher - Financial Analysts Journal - Julv/August 1985).

This study, Zespite these findings, did not conclude that low-grade
bonds were mispriced, but that returns were impresiive even alter

default, It was supgested that low-grade honds are inherently riskier.

Joehnk and Nielsen (1975) found that high grace bonds have lower risk
premitms, The researchers provide several factors that may explain why
premiums on low-grade bonds appear excessive in relation to those of
high~grade bonds, In the first instance, they argue that the risk of
default {s not only the risk that bomds will default but also the risk

of market loss arising solely ns a result nf changes in the percefved




default exposure that is discounted in the value, Furthermore, they
provide evidence of & dowrward sloping capital market line on low-grade

bonds during pericds of unsiable interest rates (see Fig 3.5).
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(a) Stable Interest Rates (b) Unastable Intereat Fates
Fig 3.5

Source: Joehnk and Nielsen,

Tuerefore, while ylelds during periods of stable interest rates may
appear excessive, such returns are lixely to ve reduced during periods

of unstable rates and a2 a result may add an additior . premfum,

Although the research discussed about the bond valuation process is not
conclusive, it does irdicste that default risk has a major impact on the
value of bonds and that these values in the 1.5, adjust to Jdiscount the
effects of this exposure., In Bouth Africa, where there i{s no grading of
bonds, il i{s not evident whether vzlues would adjust correctly, It is
suggested however, that difficulties in obtaining information on bond
quality will impact thia valuation process and inhibit the success of
the corporate bond sector of the capital market as the lack of
information on corporate bond quslity will be an inhibiting factor,

(The effect of information on a market's success is discussed in Chapter

ay.
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Before concluding that the U,S, market has information that {s
sufficiently accurate to assist in the valuation proce it is

necessary to examine whether the quality rating systems discussed in
Chapter 2 are accurate indicators of default risk on corporate bonds,

and therefore provide 1 s with the y information to value

these bonds and quantify their exposure to default risk,

3.4 The Ascuract.af Quality Ratings.as Jodicators of Default Riask
The above research has shown that investors do rely on quality ratings
to assist in the valuaticn process. This is indicated by the higher
yielda on low-grade bonds as compered +ith high grade bonds, In
addition, the fact that low-grade bond vields rise during perioos of
economic reccssion further evidences this discounting process (Edgerton

- Money, May 1978),

Altmar and Nammacher, in their study, analysed default rates acrcss bond
categories, These results shown beiow are quite conclusive and indicate
that during the period 1970 to 1984, 130 debt issues jefanlted. Only U
issues out of the total of 130 hud ratiags BBB or higher in the six
months prior to default and onlv one issue had an A rating (Altman and
Nammacher - Finsncial Analysts Journal - July/August 1985). This
analysis indicates fairly conclusively that default risk is
substantially higher in the non-investment speculatire grade bonds of BA
and below (1,e, based on the ratings system applied by Moody's Investor
Services). Furthermore, the research indicates that quality ratings
whether those of Moody's or Standard and Poor's are accurate indicators
of defauits, and {nvestors are therefore prudent to rely on these

indices in valuing bords and discounting risk.




3.5 Loncluaion
Risk plays an important role in the valuation of bonds and predominates

The corporate t~4 valuation

in the corporate bond valustion process,
process ‘s further predominated by default risk, as shown by the
The maguitude of default .i1sk as measured in the

reses~ch above,
quality ratings sfforded U.S. corporate bonds shows that these are

extremely good indicators of this risk.

It South African corporate bond or debenture markets no formal rating

system exists which could assist investors in the corporate bond

valuation process, This limits the information available to the market

is muat iphibit the pricing of debentures in

and it is suggested i

the market. s lack of i, rmation will restrict the relative success

of the market ir South Africa (information being critical to

w market's

success) and although net the only factor {a important in restricting

It i3 unlikely, however, that the

the murket in South Africa.

introduction of a rating system on its own will improve the corporate

bond market, as certain structural restiictions may still preciude the
In particulsr, the prescribed

effective use of this rating system,

investment astructure for life assurers and pension funds would still be

a malor inhibitor, as this atructure prescribes particular categories of

It 13 consequently

investment as opposed to particular qualities,
suggested that the alterstion of the prescribed investment requirement

to a system of quality ratings would boost the corporate borxd market

significantly, These aspecls are discussed further in Chapters 4 and &,
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THE STRUCTURE OF A SUCCESSFUL CORPORATE BOND MARKET

The enryorate bond or debenture market forms part of the larger capital
market, The capital market is the provider of long-tem funds to
companies In the private sector (e.g, South African Breweries) ani to
organisations and autho~ities in the p .lic sector, These organisations
and authorities in the public sector iwclude the government, local
authorities such as municipalities and utilities such as FSCOM, the Rand
Yater Hoard and SATS. The instruments traded in the capital market and
their role are discussed in detail in the following sections, and
include fixed income securities, shares, variable intercst securifies

and nepotiable documents,

This chapter will focus on .actors which assist in the creation of a
successful capital market and in particular a corporste bond market, It
will deal with issues such as information availability and marketability
which were discussed briefly in the previous chapter. In the previous
chapter, the lack of information about bond credit risk (a bond rating
system) was discussed, In dealing with the importance of information to
a successful market the possible effects of a lsck of information will
be analysed, The imnortance of marketability of {natruments and the
factors that contribute to the improved marketability of securities and

consequently the market's success are also discussed.

Having identified the factors which contribute to the efficiency and

resultant suceess of a finsncial market, their contribution to the

massive growth in the 5, A, public sector debt market will be analysed.




In this snalysis it will be seen that rany of the factors which have
contributed to fts success correlate witi: the “necessary criteria"
identified in the report. The chapter will also show that the private
sector debt ma~ket 1s substantially smaller tnan the public debt market,
Fautors which have contributed to this, include irefficiencies in the
operationt of the market. These inefficiencies are to some extent a
result of operational inefficiencies, while otrers are a. 3 result of
business restricticns and market expeciations, It is however suggested
in the chapter that the non-existence of a successful corporate debt
market is oniy partly as a result of these factors and that several
other facters have to a lesser or greater extent also inhibited this

market, These are briefly dealt with in Chapter 5.

4.1 The Capital Harket and iis Role
As explainud in the introductory section of this chapter, the capital

market 1s the provider of long-term {inance to public and private sector

organisations, This market provides organisations in these sectors with
the perr-nent component of their finance, In the private sector,
compani :3 usually 1aise {inance through the issue of shares or
debent::~es (l.e. fixed income securities). In some circumstances,
variable rate securities are 23lso used to raise finance although, as
indicated in a later section, these securities are seldam used and the
secondary market for them is relatively unruccessful. In addition, the
instruments izsued are not necessarily pure debt instrunents or sha. es
and many ccmpanies issue combinations of these instraments. Such
combinations may include convertible debenturss and redeemable
preference <hares, Convertible debentures are (ixut income securities

which ofier i-vestors t-e possibility of ~onversion intc equity shares,
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Redeemable preference shares are fixed income shares whose redemption is

based on the {ssue terms, The income of these differs from interest and

has the characteristics of a dividend, and is taxed differently,

In the public sector virtually all the finance is rajised through the nse
of fixed income securities, although a few variable interest securities
do exist, For tne ahovementicued reasons, the use of variable interest
securities 15 very limited, The public sector debi market will be

examined in more detail in later sections of this chapter,

The role of the Capital market should be distinguished from that of the
Money market. As previously mentioned the capital market is the
provider of long-term funds for periods of greater than 12 months and in
certain circumstances longer than three years, The distinction between
{nstruments in these two markets often comes about as a result of the
SARB liquid asset requirements, which banks and other financial
institutions are required to observe. [hese shcrt dated securities
trade in the Money market, while longer dated instruments trade in the
Capital market. Aspects such as the issue and dealing mathematlics are
the same in both markets, although the market location and the
intermediaries »s well as their objectives may differ (W.J, Kok - 1986 -
pg.249).

In South Africa trade in the capital market is dominated by
institutions, who alsc domirate the foreign markets, However the market
differs from those in countries such 38 e U,S. in that the public
sector component forms a far greater proportion of the Scuth African

capital marke®, The statistics below i{llustrate the large public sector




component of the South African market.

IABLE 4.1 COMPONENIS OF S.As CAPITAL MABKETS
1984

S.A.

Yolupe (mill) 2

Shares 3 Ao 12,5%

Private Sector Debt 100 0,3%
Public sector Debt 26573 27,21

B U713

The irstitutions that invest in capital market instruments inelude
pension funds, {nsursnce companies, banks and building societies. These
institutions are required to invest a portion of their funds in what are
referred ‘o as prescribed investments, These prescrived investments are
stocks issued by public secto~ erganisations and are termed gilt amd
semi gilt-edped secur,iies. A large proportion of institutional funds
are therefcre drawn into uspital market instruments and a substantial
ooriion of the balance is invested in other sectors. These sectors may
include equities amd corporate debentures, where these offer attractive
raturns in relation to risk, The need to ofer attractive returns has
resulted in public institutions offering ihese securities at higher
yields. This has also contributed to the growth of this sector of the

publ e debt market,

The above section introduced the role of the capital market ia S.A,
Befors examining the factors ~ontributing to a successful financial
meriet, and in particular the corporate bord market, it is necessary to

examine the securities that mav trate in this market,
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4.2 Capital Markel Instruments

There are four broad categories of capital market instrurent.

These are

fixed income securities, variable income securities, shares and

negotiable documents,

4,2.1 Sharaes

Shares are issucd by companies in the private sector and in most

circumstances represent ownership in the company. These residual

returne represent the niofits of the compary and in most cases tne

returns of these securities are based on profit. As shures, with the

exception of preference shares, represent ownership, “hey have no

maturity date. Due to ‘ne representing ownership trev » n~eive the

residual share of profits and therefore carry more risk than other

securities such as debentures,

Preference shares do not usually represent ownership and will, only in

certain circumstances, have voting power, Variou:s combinations of

preference share and ordisary (equity) shares exist. These may include

convertible preference shares and participating prefersnce shares,

4,2,2 Yariahle Interest Securitjes

Variasble interest securities exist, although they are fairly uncommon,

These instruments have been created by the need Lo offer investors a

real rate of return in times of inflation., The market for these

instruments iz, however, undeveloped and tn effect no real trade takes

prace in these securities as a result of their being unattractive, due

to their lack of tradeability. The major ictors Irhibiting thehr trade




are the dificulties involved in valuing them in the secondary market.
These difficulties are die Lo the variaole patterns of income which
makes futuce earnings difficult to pred¢ >t and their present value

difficult to discount (Y.J. ¢ok - 1986 - p.262),

Mortgage bonds and sume debentures are subject to variable rate terms
but are unlisted. A more recent issue of variable rate debentures in
S.A. was that of Highgate investments on the JSE in the latter part of
1987, In the public sector some variable interest securities have been
issued, although their lack of attraction has resulted in them being

discontinuea,

4.2.3 Negotiable Docyments

These represent options or rights to purchase or sel] shares at a
particular date, The terms of these instrumentr may vary. The market
for these {nstruments, for example, an option to sell or purchase

debentures, is identical to that of the particular security.

4,2.4  Eixed Incame Securities

These instruments make up the larsest section of the 5.A. capital
market, nd finance a substantial portion of the public and private
sector's long-term capital expenditure. Trade in the public sector of
this market is sutstantial, making up about W4 of total trade in the

3.A. secondary capital market,

The pubiic sector instruments are referred to as gilts and semi-gil's,

These instruments are guaranteed by the government in the case of

default, fovernment stocks (R3A stock) are known as pilts and are risk




free (i.e, totally free of default risk), Semi-gilts are "lower"

category instruments snd consist of public authority stocks such as

Escom, 3ATS and municipal authorites,

The private sector raises finance through some marketable {nstruments
{debentures) znd through negotiating long-term loans with bankers and
other financial institutions, Mortgage bonds and participation mortgage
bhonds are further types of long-term finance developed to provide
borrowers with funds but are generaliy not publicly traded. Debentures
are the only major category which are publicly traded, I[n some
circumstances these instruments are listed on the JSL. The JSE provides
a secondary market for trading these stocks although, as shown in a
iater section of the chapter, trade is limited and debentures are
generally unattractive securities. The reasons for this lack of trade

are also discussed in a later section,

The public seotor debt market is substartially larger than the private
sector debenture market. The factors that have contributec to this

marke! 's growth and size are also discussed in a later aection.

Securities in the public debt sector of the market are divided into
seven categories, The determination of these categories 1s based on the
size of and credit worthineas of the issuer and the cee to “hich
securities ¢ -e traded (Blench, 1983). The categeries - tetermined by
the Public Invesiment Commissioner, and are used to ccmp ; with the
peescrived asset requirements, as well as to provide a b s for valuing

the various categories of instrument,




together wi.. the basis for valuing

The categories are listed below,

each category (Table 4,2).

TABLE 8,2 + ZABLE.OF GILT AND SEMI-GILT CATECORIES IN SQUTH AFRICA
JI32UERS BASLS OF VALUATION

Yields at current marvet levels

Category Republic of louth Africa

Fscom, Landbanic, SATS
and Post Office

a

Category
Yields at current market levels

Major Corporations and
Cities

w

Category
7% points above category 2

Other major Cities,
Corporations and utiiities

&

Category
o0 points ahove category 2

The remaining major municip-
alities, utilities anc
govermment guaranteei loans

Category 5

100 points above nategory 2

The remaining municipalities,
medium sized corporations
and boards

Category 6

125 points above category 2

Foreign governments including
their development boards
and assoclates

Catogory 7

17% points above category ?

Sources : Joharnesburg Stock Fxchange "Valuation of fGilts
and Semi-Gilts" September 1987,

RBafore examining the growth in the public debt market and faclors that

have contributed to its growth, factors necessary for a successiul bond

market will be reviewed.

h3 Eastors lecessary for a Successful Secondary Corpor i fBand
Uarket

The previous secticns of this chapter focused on the rol. capital
siition, the

markets and the basic structure of the market in S.A,
The waing

instruments traded tn these markets were evamined,

P T,
P d




gection expands on the structure of Lue S.A, market, but first examines
factors necessary for a successful corporate bond market. The focus of
this report is sn the corporate bond market and the factors are

discussed in that context.

#,3,9 A Secondary Market.and.ils lmporiance

A secondary morket is @ market in which existing issues of securities
are traded. The succesn of a secondary market assists the market for
new issues, as the ability to trade in an issue subsequent to its
initial issue makes it more attractive. Investors are more willing to
invest in securities in the primary or new issues market where they are
aware that they will be able to easily dispose of or liguidate that

investment in the future (Reilly - 1981 - pg.138),

A successful secordary market is therefore of benefit to both lenders
and investors. Tho factors which will contribv . to a successfui market

wili be examined and analysed in reiation to the S.A. markets,

4.3,2  Eagtors thal Contribute to a Succesaful Harkel
Several authors have provided factors that contribute to a successful

market, These are in essence factors that draw the particular market

closer to perfection, and are well summarised by Reilly (Reilly - 1981 -
pg.136;

Buyers and sellers enter a market to buy and sell securities
quickly at a fair price, As a result timely and accurate
information on the price and volume of pasi transactions and

similar {nformation on prevailing supply and demand should be




provided,

Liquidity and maketablility are critical and key to the success of
any marke.. Th.s, in essencc, refers to the ability of buyers and
sellers to be sble to trade quickly at prices very close to those
of the previous transactions. The effect of individual

transactions on security prices must therefore be insignificant.

Furthermore, tne markets ust be internally efficient - internal
efficiency implying a lower ievel of transaction costs with tuyers
and sellers being able to t ansact at costs that are economically

related to the transaction involved.

The markets should also be externally efficient in pricing the
particular security. Security prices should therefore be sble to
reflect all relevant i{nformation, wh’~h should be available to
buyers and selier, In addition, external ef{iciency considers the

speed with which the mariet adjusts to this information,

The importance of the above factors in ensuring a successful financial

market and in particular a successful secondary bond market are
discussed in the following sections. This review analyses these factors
fi two sections, The first section examines the effects of historical
information and external efficiency (i.e. the impact of information),
while the ~econd section d=als with the importance of operational
efficiency and liguidity and marketability of securities. The factlors
sre broken into these two broas categories dur to thelr

inter-relationship with each other,




4.3.3 Ihe Imgact of Information on Secopdary Bond Markets

The availability of information necessary to assist frwestors in making

decisions is important to the success of financial markets as the
availability of information and its quick impounding into security
prices ensures that these prices are fair, In the above c!rcumstances,
investors wouid not be able to mak: excessive returns consistently,
unless able to obtain additional information not available to the rest

of the market.

The availability of information to a particular market is important, as

investors are leas likely to become involved in a particular market
where they are aware tiaat they do not have access (o all information and
conversely would be attracted to markets in which information was more

available.

Information which would assist in creating an efficient market would at
least include information about past behaviour., As identified in point
cne of the previous section, such a market would be one in which
accurate information about prices and volumes of past transsctions, as
well as prevailing supply and demand is available, External efficiency
would further be improved in a market in which all puhlic information is
fully reflected in prices, This would include nct only informstion

about vast behaviour, but alsc informstion about the economy, the

company and the industry (West, R.R. - 1981 - pg.23).

Thus information on the credit risk to which particular companies are

exposed would assist investors in a corporate bond market, A system of

credit ratings such as that in the U.5. would provide vatuable




4,3.3  The Imcact. of Informatior on.Secondacy fond Markets

The availability of information necessary to assist investors in making
decisions is important to the success of financial markets as the
availability of information and {ts quick impounding into security
prices ensures that these prices are fair. In the above circumsvances,
investors would not be able to make excessive returns consistently,
unless able to obtain additional informatio. not available to the rest

of the market.

The availability c® information to a particular market is important, as
investors are leas likelv to become involved in a particular market
where they cre aware that they do not have access to z2ll information and
conversely would be attracted to markets in which information was more

available,

Information which would assist in creating an efficient market would at
least include information about past behaviour. As identified in point
one of the previous section, such a market would be ore {n which
accurate information about prices and volumes of pest transactions, as
well as prevailing supply und demand is available. External efficiency
would further be improved in a markei in which all public information is
fully reflected in prices, This would include not only laformation
about past behaviour, but also information about the economy, the

company &nd the incustry (West, R.R. - 1981 -~ pg.23).

Thus informatton on the credit risk to which particular companies are
exposed would assist investors in a corporate bond market, A system of

credit ratings suct as that in the U,S. would provide valuable




information about the expected future yields on bonds, to all investors,
as is evident from the research in Chapter 2, In circumstances where a
system of credit ratings does not exist, the information available to
investors would be limited as only a few very highly skilled investors
would have the ability to analyse this information, This would provide
less skilled investors with public informsztion that is otherwise
difficult to intsrpret. As a result opportunities to create e .cusive
returns would exist, This could detract from the particular market with

fewer investors entering into it.

In South Africa the inadequacy of information on credit risk and bond
ratings limits the debenture market to a few very skilled investors,

Were this information readily available it is pcssiv.e that more

inveators would become involved, as they would be able to analyse all

public information to make a fair return,

Although all investors have access to this information, they are
restricted in their analysis of it, It may be argued that they could
use the services of brokers to analyse this informatior. However,
although brokers in South Africa may provide valuable information to
assist lnvestors in the equity market, they do nmot provide this service
in the debenture or corporate bond market. It is Lherefore only a very
limited number of highly specialised institutions that can properly
interpret public information in this market, therebdy limiting the

players in the market to a handful.

The external efficfency of the market is inter-linked with the next

section, dealing with operational efficiency, marketability and




s s i e

liguidity, Where the availability of information restricts the number
of participants, the liquidity and marketability oi securities are also
restricted, Further, the importance of information about the credit or
default risk of bonds necessitates that participants incur substantial
costs to obtain this information. This also inhibits the operational

efficiency of the mi-iket and detracts from participation in the market.
This is discussed in more detail in the section of this chapter dealing

with the South African debenture market.

434 Liouddity, Marketability avd the Operational Ef{iclency

of a Secondary Bord Harket
Ligquidity and marketability of securities have been identified as
important to the success of a financial market. This is of partioular
importance in a bond merket, as a substantial portion of the returns in
these markets is made through trading, as opposed to buy and hold

strategies.

Ligquidity implies the ability to dispose of an asset quickly ab 2 known
price, Yhers an investor holds a security and is able to dispose of it
almost imnedistely., this market would be referred to as liquid. A
market in which =n investor cannot dipoge of the security immediately,
sut requires a long period of time, would be an illiquid market. The
second sepect in the shility to transact at a certain prive., ‘here a
security can be dispused of rapidly bubt at a substantial discount this
security would lack marketability., Therefore in order that sz market be
voth liquid and the securities be marketable, it is recessary that
participants buy or sell the securities rapidly at = certain price

(Reilly, F. - 1981 « pg.136).
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Markets that are not cperationally efficlent are usually not liquid and
securities are rot normally market:ble. This is a result of barriers
created that restrict entry and inhibit trade., Operational or internal
efficiency enables buyers and sellers to obtain transaction services as
cheaply as possible, ziven the costs associated with theuse seirvices.
These transaction costs can be split into two categories of broker and
dezler services, Broker services which include advice offered and
transaction and portfolio administration are paid Jor explicitly in the
torm of brokerage., Dealers costs are usually paid in an implisit
mat.aer, by the ureation of a spread between a dealer's buy and sell
price (West, R.R. ~ 1981 - pg.21). Therefore in order that these
charges do not {nhibit the market’s cperational efficiency, brokerage
should be related to the cost of advising clients and concluding
transactions. In the case of dealer costs, the spread tetween buyera®
and sellers' prices which is the dealer's margin, snould closely
approximate these costs, The removal of barriers limiting brokers and
dealers would (a3 discussed in a later seztion) serve to reduce costs as

a result of increased competition,

Operational efficiency is therefore key to the success of a bond market,
as a market in which transaction costs are low attracts traders and
facilitates opportunities for market-makers, These market-makers many
of whom are financial institutions, enha ce the marketability of
securities, and the liquidity of these markets because in offering a
certain price for the security the market-maker enables the investor to
dispose of the security quickly, Where transaction costs are high

market-making 18 rendered unattractive, Similarly, traders are driven

i, - I




from markets wrere high transaction costs will result in reduced

profits.

In the United States, although little empirical research has been done
on the operational efficiency of corporate bond markets, it is suggested

that these markets are operationally efficient as there are relatively

teu barriers to becoming a broker or dealer and as a result competition
is intense. The effect of this is to move brokerage and dealer spreads
to levels consistent with the cost of the service (West, R.R. - 1931 »

pg.21).

The removal of restrictions limiting entry and those selling brokerage
would therefore result in increased operatic 1 efficiency as the
elimination of barriers allows a greater number of dealers &nd brokers
to participate thereby reducing costs as a result of the increased

competition.

In the next section of this report the South African bond markets in its
two segments (i.e, public sector and private sector) will be analysed,
The apparent success or lack of success in a particuiar sector will be
examined to ascertain whether the existence or non-giiatence of factors

discussed in this and previous sections have affected it.

4.4 e South African "GiLt" and "Semi-Gilt" Markets
This market has grown substantially over the past twenty years, and now

comprises over 80% of the total South African capital market, The

market has experienced a number of changes to its structure and this

together with changes in the manner of trading have contributed to this




growth, In this section this growth is considered in the conteqt of the

factors necessary for a successful market.

huge trading volumes in the secondary pubiic debt market suggest that it

The spectacular growth and

is a successful market. The growth in trading volumes {n the market

since 1080 18 shown in Table 4,3 (below) and the growth of publie debt

in the graph below (Fig 4.1).

—

% Change
1980 1981 1982 1983 1984 19801584
Nominal Volutre of Giles
Purchased {000 000's} 4219 5100 16 640 o 26534 +530
Volume of Shares
Purchaxed (000 000} 548 567 600 750 644 — 24

TABLE 4,3 - TARLE OF GILT MARKET VOLUMES VS FOUITY VOLUMES

Source : Max, Pollak & Freemantle, July 1985.

The table shows the significant growth of the public sector debt, since

10801, The factors that have contributed to this are discussed later in

the report.,

RAHD BRLIONS
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Fig 4.1 ¢ Growth of fiblic Sector Nebt.

[

Source ! Max, Pollsk & Freemantle, July 198%,




4.4, Factora Contribubing to the Grawth of the Public Debt Market
Prior to 1976 the market was ~ssentially a prirary market, with varicus
public corporations issuing instruments co specific institutions. These
institutions were required to hold these investments in terms of their
preseribed asset requirements. There was very limited trade in the
secondary market and the trade that did occur was largely a result of
the necessity of instituticns to maintnin heir assets at prascribed

levels (Blench - 1983).

‘The factors discussed below which have contributed to the growth of the
gilts markel are important to understand as they may provide some
explanation for the negligible growth in activity in the corporate bord

or debpenture market in South Africa.

(a) Ths_ Zmpactk L Inflation

The occurrence of high rates of inflation was the {irst factor to have
ar impact, Prior to 1976 infletion wus relatively low and as a result
interest rates remained low and fuirly stabie. Subsequently inflation
rates rose resulting in higher and mcre volatile interest rstes, These
volatile interest rates resulted in large fiuwctuations ir bond prices
and substantial capital gain opportunities that were created for
traders. Therefore more .raders were drawn to the market due to
attraction of higher returns. Through the use of hedging strategies
traders could cover themselves and make attractive returns on both sharp
upward and dowrward movements in market rates, For example, by
ohtainirg a put and call option on a particular security, traders could
take advantage of movements in either direction, provided these were

substantial, This therefore introduced 1 greater number of buyers and




selle”s into the merket, whi: ,roved the

arketability of the

securities and also provided ,reate: 1liquidity in the market.

(b) Amendmenta to !SE Bequlations
Az transaction costs on the JSE were high and in excess of the cost of
completing transactions, the majority of trade ccourred cutside of the

JSE in the over-the-counter market where transaction costs were lower.

In 1978 the JSE regulations were amended to allow stockbrokers to
participate in this market for their own account, This introduced more
participants into the market which helpsd improve liquidity in the
market and the tradeability of stooks. In addition brokers! commiasion
rates were cut, reducing transaction cosis armg attracting furthee trade

to the JSE,

The shanges in amendments and the more volatile levels of interest rates
were soupled with zeveral structural smendments that affected the South
African capital mz uets. These inoluded amendments to the presaribed
asset levels. These levels were inoreased by the government in 1477 and
together with the growth in institutions in the period from then to the
early 1980 's, resulted in a substantial growth in the size of the
maricet. The srowtt in the level of public debt is well {llustrated by
Fig 8.1, Maruet size is an important factor in a successful bond
market, as tramssotions need to be sufficiently large for buyers and

sellers to trade effectively and make use of hedging strategies,

A substantial portion of this trade was attracted to the JSE by the

{mproved operastional efficliency of the market. This was o result of




lowered tr--saction costs which attracted more partictpants and
alleviation of restrictions limiting participants by allowing
stockbrokers to trade for thezir own sccount, This played a large part
in incrensing the marketability of thess securities on the JSE and in
making the JSE a more liquid market. The higher volumes on the J3E also
resulted in the separation of this marke. in 1980 and the opening of a
separate "gilts" floor in that year, The opening of : eparate market
also assisted trade, cre:..ng conditions necessary for further expansion

of this market (Dickman, A. - September 1983 - pg,15).

(o) Competitive Yielda

Yields on these instruments were also made more cempetitive and market
orientated by the issuvers during this period (Dickman, A, - September
1983 - pg.9). This made institutions more willing to trade in the
particular instruments and aiso assisted the growth of trade {n this

secondary market.

(d) Marketability

The importance of marketability of inatruments has been stressed by many
of the large inalitutions involved in the market as the marketability of
instruments on the secondary market makes new issues more attractive,
Furthermore participants are able to trade more easily and take
advantage of yield fluctuations in such 2 market, Larger issuers such
as ESCOM, SATS and the (PO have therefore made themselves mariet.makers
in certain issues of their securities, by quoting buy and sell prices
for these securities, In addition, these issuers have alsc consolidated

their less marketable issues. ESCOM consolidated 16 of its less

marketable stocks in 1985, ™« ', ort of its programme of




73

consolidating 66 of its less marketable issues into 3 lasues (W. Kok -
1986 - pg.249), These strategies have greatly assisted in improving the
operational. efficiency of the market by rapidly providing a certain
price to investors. Furthermore, the policies of these authorities has
been Lo issue rew stock through tap issues on existing marketable issues
which has limited the issues in circulation to those which are
marketable. This has gone a long way to further improving the gilts and

semi-gilts markets,

This secticn has focused on factors that have resulted in the growth in
the semi-gilts and gilts markets. These are mainly structural and are
factors that have contributed to this market's operational efficiency.
Hewever . s necessary to review whether this market is efficient in
impounding information rapidly into its security prices. No reaearch
has been done in South Africa on the efficiency of gilt ard semi~gilt
markets. However prices do react quickly to changes in interest rates
suggesting that yields do reflect all pudblicly available information and
that new information {s impounded {nstantecusly, This suggests that
this market can be regarded as efficient, which further contributes to
the fair pricing of securities and helps improve the market, making it

more successful,

The factors that have contributed to the success of the semi-gilt and
#11t markets, are reflected in the growth in size and trade. However a
very limited number of isaues do in fact trade as the statistics shown
in Chapter 5 indicate, suggesting that the market i3 only partly
successful, The factors limjting trade in these "unsuccesaful" {ssues

are discuased in that chapter,




4.5 Joe South Alrican Debendure “achet

Shares and debentures are the two broad categories of security that

private sector companies may use to finance their long-term capital

requirements. These instruments were identified and discussed in the

section dealing with capital market instruments,

Although debentures are fixed incoms securities and therefore have

similar chara teristies to gilts and semi~gilts they trade ... the "main

floor® of the JSE together with shares as the small volumes of debenture

trade (discussed below) have never necessitated or suggested its removal

from the main board, It is suggested that the impact of this on the

success of the debenture mrriket is insignificant. Uhen the gilt and

debenture markets are compared it is apparent that the gilt market pr

successfully before the separation of these trading floors,

There are over 13 straight deventure issues listed on the JSF with a

market capitalisaticn of stock in issue of approximately R1 212 willion,
The value of debenture trade during 1987 represented approximately

R130 000 NOO,  This reprezents only 11% of the rotal issue value as
compared with almost 25% .. the pilt and semi-pilt markets (See Appendix S
I). Thus the marke: 1= relativel s zm2ll both as repards volume of
activity in the secondary markei and the total value of securities in
issue, The number of new issues coming to the primary market is also
minimal, This suggests that the South African debenture {5 not a
relatively successful section of the South African capital market
particularly when compared in size to “e gilts and share markets, The

gilts market in Y985 anounted to sbout P9 billion in market

crpitalisation and tha equity market to about PS5 billjon with trfe of




R16 billion In gilts and R2,25 billion in equities (JSE - Annual Report
~ 1982)., This section therefore examines the efficiency of pricing and
operations on the JSE in order to assess how these factors affect the
debenture market's success, The effect of market size in itrelf may

have significant impact, and is examined separately in Chapter 5,

The very limited amount of trade that does take place suggests that
prices do not adjust rapidly to changes in publicly available
information. In interviews with stockbrokers and merchant bankers it
was suggested that the actual number of separate transactions taking
place 13 relatively few with individual transactions in some cases
representing more than 109 cf the total annual trade. The low
transaction volumes irdicate that individual transactions may have
significant impact on prices supgesting thet transactions may take place
at prices which dy not reflect all publicly availsble information., Frow
this it can be deduced thst tie South African debeaturs market is
probably rot efficiently griced and is therefore not a "fair game®"

market, thus inhibiting the market's success and limiting trade.

Tnter-linked with the efficient pricing of securities is the operational el
efficiency of the market, Some of the factors that inhibit the
attaining of fair prices may also be attributed to the operational
inefficiency of the market., Tn examining this operstional efficiency
which {8 key to assessing a market's success, it is first necessary to

focus on the transaction coste involved,

In South Africa trsmsaction costs do not only Includ  brokers




commission, but marketable securities tax. This tax is charged on ail
purchase transactions and until 1983, was 1% of the purchase
consideration involved. The tax was abolished in 1983 and it was
suggested that this would contribute to an improved trade in this market
(W.J, Kok - 1986 - pg.261). This market has however not grown
substantially and only limited trade still occurs due to the existence
of other structural complexities which are discussed later in the
section, Brokerage on debenture transactions is low - about 0,25% of
the consideration, While this may not represent the true cost of the
transaction it is similar to that on equities and in i{tself should rot
be a major factor irhibiting trade (JSE - Rules and Regulations).
However, in the case of fixed interest security traders who continually
buy and sell, these costs could become significant and may to some

extent inhibit this trade,

In tue section dealing with operational efficiency it was indicated thet
markets that are not operationally efficient usually include barriers
that restrict entry, resulting in high costs for services. It is
believed these costs are not of major significance in the Zouth African
mariket. However, despite this, the South African market appears thinly
traded and there is an abserce of market-makers tc make securities more

marketabie and the market more liguid.

The absence of significant activity fn this market can further be
attributable to restrictions on institutions. These restrictions create
barriers that limit Institutions in their activitles, and are the
"prescribed asset requirements” which stipulate that institutions must

nold a specifiad portion of their investments in categorised




investments., These categorisec investments are the gil® and semi-gilt

Az a result institution: have a

securities identified in Table 4.2,
substantial portion of their funds invested in these fixed income

Further investients in fixed income securities would

securities,

therefore be unat.ractive as although these securfities are traditionally

There is

more stable they provide lower returns than equities,
therefore limited participation by these iistitutions in the market,
which would probably have been mcre active had the investments

prescribed been based on a credit rating systen as opposed to a

specified 1ist. As institutions traditionally cominate (ixed fncome

securities markete these restrictions severely limit participants in the

debenture market (Fabozzi and Groppelli - 1981 - p.15), 1In adition

these institutions are often the market-malers in these securities,

these market-makers having contributed Lo the growtn in the gilts and

semi~gilts markets (W.J, Kok - 1986 - pg.2™0),

It is evident that the limited number of participants in the bond market
48 partly tre result of prescribed ass.t restrictions which make trade
dirficult as the issuers do not create markets in their own securities

{tnis aspect 18 discussed in Chapter 5).

The above factors together with the 'i- . ted trade in the debenture

market sugqest that the market is not operationally efficient. The
restrictions on operational efficiency are significant and appear to be

& major factor inhibiting the secondary corporate debenture market.

u.6 Conglusion

This chapter examine. the role and components of the capital market,

il i s "




The market is a very important provider of [inance to companies in the
private sector and authorities in the public sector in order to finance
their long-term expenditure. The instruments used to finance these
activities include shares, variable interest securities and fixed income
securities, The most significant of these instruments are fixed income
8 ities, These, as indicated, make up over 85% of the total market

activity of which the vast majority is in the public sector.

The gilts and semi-gilts markets can be classified as efficient both in
the impounding of information intc security prices and in their
operational efficiency as the factors i{dentified as necessary for a

successful market appear to exist in this sector.

As the statistics on activity in the detenture market indicate, this
market cppears to be an unsuccessful market as the factors identified as
necessary for a successful market do not appear to be present, The
market does not appear to be efficiently priced and furthermore
restrictions imposed through the prescribed asset requirements make
recyrities illiquid and urmarketable, Transaction costs do not appear
to te substantial, particularly after the removal of the 1% marketable

securities tax in 1983

Additional factors that could be inhibiting this marlket’s success are
disecussed in “hapter 5, Thi chapter slso provides recommendations on
factors that could improve the market's success. At this stage of the
report it is suggested tnat removing or altering the prescribed asset
requirements may have a desirable impact which will allow institutions
to becoms involved in the corporate sector and may thereby introduce

further participation and stimulate the market,
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