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T *  r* P °rt r e t o r t  t h , t  co n trib u te  to  a successfu l w o n d e r ,

c o rp o re t. bond n r t c  ( ^ e o  known e ,  the debenture merket In  South

W ric e ) . Thee, f K to r ,  Include the e b l l l t ,  to  t r a d ,  m  w u r l t l e e ,  end

to  bu , end . ,1 1  t h «  with , . s r .  ,  e » n , , t  th e t f K l l l t e t o ,  th le . I ,  on ,

th e t 1 . c p e r . t l o n . i l ,  m l  l n t e m . l l ,  e f r i c le n t .  Roth o p e r . t lo n ^  .nd

« t e m ^  e f f l c l w y  ere . c l - e e d  m  the rep o rt , n p e r . t lo n .l  . m c . n c ,

Im p ll.e  the  e b l l l t ,  of Investo rs ,nd trW ers  to  move In to  .nd  out o f ,

m .r t , t  , . , u , .  e , t , m . l l ,  e f f i c ie n t  market 1,  on. In which In v es to r,

" "  ^  r e l e n t  In fo n c t lo n  e . s l l ,  .nd . t  .
r e l . t l v e l ,  low c o , t  to  . r r lv e  , t  a f a i r  p rice .

Th, rep o rt a l .o  . .m i n e ,  f a c to r ,  t h . t  h.ve nntrlbuted to  the growth of 

r l , e d  inoom  w u r l t l , , ,  a ,  well , t r .  t u r . l  f « t o r ,  t h . t  h . „  

In h lb l tw  the  debenture merket In ,th  A frica.

The lm p « t o f r is k  1,  , l , o  . . „ , , e d  , ^  . , t « , t  t h . t  I t  a f f e c t ,  the 

v . : u . t l o n p r o c „ s .  T hl, , „ „ « , n t l ,  .n t , r . , l n k « l  with t h e . n ^ „ . , c f

ex tem .1  e ff ic ie n c y , ,nd  co n s ld e r.tlo n  I ,  ,lv e n  „  to  how d i f f i c u l t i e s  

In  the q u a n tif ic a tio n  o f r is k  a f fe c t  th i s .

F ac to r, such a ,  bond q u . l l t ,  and r a t i o ,  system , which . s s l s t  In th ,  

q u a n tif ic a tio n  o f r isk  . r e  revlewml. The Impact of sspe, t ,  w h  . ,

coupon, m aturity artf thn investment ro le  and v
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r „ * ,m h  w in  » w ly w  the umture o f  o p e re tlo w l I In te m e l e ffic ien c y  

»nd eem ln e  the f e c to r ,  .b sen t In the llouth African debenture market 

th a t  may r e s u l t  In operational and In te rn a l In e f f ic ie n c ie s . These 

fa c to rs  Include le o t o f  trade  ami Inadequate m arketab ility  o f 

s e c u r i t ie s .  The fac to rs  causing lack  o f  trad e  and Inadequate 

am rk e tab lllty  Include those re s t r i c t in g  p a r t ic ip a tio n  In  the market. 

F a c to r , th a t In h ib i t  the ln te m .1  e ffic ien c y  o f i h ,  m arkets, s r .  . ! «  

considered . These Include In: enaction th a t a s s is ts  in  the f a i r  p ric ing  

o f  s e c u r i t ie s  and toe lack of Information which may In h ib i t  the pric ing  

p rocess. The absence of ,  c re d i t  ra tin g  system Is  considered In 

re la tio n  to  th i s .  In Chapter 1 o f the rep o rt I t  Is  suggested th a t  a 

c r e d i t  ra tin g  system does not supply new o rig in a l Infonastlon , although 

much ,  se rv ice  does analyse the Information In a way th a t would 

otherw ise be d i f f i c u l t  and c o s tly . T hl, srgusent Is  fu r th e r  develop*!

In Chapter a and Is  applied I r  analysing the fac to rs  con tribu ting  to  a 

successfu l market.

The rep o rt f in a lly  eym lnes o ther fac to rs  th e t could in h ib it  the success 

of the  debenture market In South A frica. T he*  fa c to r , Inc.ud , market 

s i t e ,  legal r e s tr ic tio n s  and lack o f so ph is tica ted  p a r t ic ip a n ts . These 

fac to rs  may no t, In  themselves, In h ib it t h l ,  markets su ccess  but may be 

con tribu ting  fa c to rs . The removal o f these and o ther r e s tr ic t io n s ,  

toge ther w ith the Implementation o f s tra te a le s  th a t could a s s is t  In 

Improving the markets effic iency  re su ltin g  In a more successfu l bond 

market is  assessed.

The Impact o f the fac to rs  Id en tif ied  above w ill be analysed In the 

rep o rt a ,  to  th e ir  possib le e f f e c t : ,  and in the concluding chapter of 

the report the cnrhlnM  e f f e c t ,  of a l l  these f s c to r , w ill he d iscu ss* ,.



K eUly, F.K.
In ( * l . l  F A o w i, F .J , ,nd  z.rp_  p „

DowmJones -  Irwin, 1981 .
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This chapter in v e stig a tes  several basic aspects of fixed income 

s e c u r i t ie s  th a t are developed upon in the la te r  chap ters  of the rep o rt. 

These aspects  include a b r ie f  h is to ry  o f fixed income s e c u r i t ie s ,  

analysing the fac to rs  th a t have contributed  to the growth of these 

markets throughout the world. This growth, as discussed in  a la te r  

S< on, i s  la rgely  a re s u lt  of the im pressive re tu rn s  offered by fixed 

income s e c u r i t ie s .  These aspects are developed on in  Chapter U, where 

the  fa c to rs  con tribu ting  to  the success of corporate bond markets and in 

p a r t ic u la r  those in South A frica, is  considered.

The nature o f fixed income s e c u r i t ie s  is  a lso  discussed in  th is  section  

o f  the rep o rt , where the instrum ents a re  separated in to  several broad 

ca teg o rie s . The most s ig n if ic a n t of these d is tin c tio n s  is  between long 

and sh o rt dated s e c u r i t ie s , as these trade  in  separate markets. Another 

im portant d is tin c tio n  is  th a t between the corporate or p riva te  sec to r 

and public s ec to r. Corporate bonds in  the p riva te  sec to r are not ra ted . 

The absence of ra tin g  serv ices is  an aspect th a t d is tingu ishes  the South 

African market from overseas markets such as the hnited S ta tes . The 

sig n ifican ce  uf ra tin g  serv ices is  d ea lt with in Chapter 3, but is  

introduced and explained in th is  chap ter. Tn reviewing the nature of 

these ra tin g  serv ices the meaning of p a r tic u la r  ra tin g s  is  considered 

and the manner of th e ir  ra tin g  is  analysed.

In Chapter 7 and u, fac to rs  such as r isk  and m arketability  are 

considered, to  the ex ten t th a t they a f fe c t bond values. Ikweve", these

■



chap ters do not consider the impact of bond terms and s tru c tu re . This 

chapter th e re fo re  considers these aspects  of the bond p ric ing  process 

which fa c to rs  include coupon ra te s  and m aturity . The s iz e  of the coupon 

and period to  m aturity w ill a f fe c t the s e n s it iv ity  of bond p rices to  

changes in  in te re s t  ra te s . The exact impact is  discussed in a la te r  

sec tion  of th i s  chapter.

Bonds form p a rt of a very broad category of f in a n c ia l se c u rity , namely 

fixed income s e c u r i t ie s .  Fixed income s e c u r i t ie s , by d e f in it io n , o ffe r  

investo rs  a fixed amount of income, based on the coupon ra te  offered .

In th is  pure form, these instrum ents are debt of the company. However, 

there are several v a ria tio n s  on these instrum ents. One o f the most 

common and widely used in  South A frica is  the convertib le  bond or 

debenture. These l — truments are a t t - a c t iv e  as they o f fe r  investo rs a 

combination o f fixed income and an opportunity to share in the fu ture 

g rc  th  o f  the company. They are in  fac t more lik e  an equity as they 

u ltim ate ly  o f fe r  more than fixed income. As convertib le  debentures 

trade  l ik e  e q u itie s  they form part of the equity market as op.x>sed to  

the fixed income s e c u r i t ie s  market and are the refo re  ou tside the ambit 

of th is  paper.

As indicated  above, fixed income s e c u r i t ie s  o ffe r Investors a sp ec ific  

amount o f income fo r holding the secu rity  through the in te re s t  payment 

da tes . In add ition  they may provide investo rs with cap ita l gains as a 

re s u lt  of changes in th e ir  value. The coupon of these instrum ents is  

fixed and as a re s u lt changes in the market level of in te re s t ra te s  w ill 

re s u lt  in  changes in the value. For example, a decline in in te re s t



ra te s  would r r a u l t  In  a y ie ld  above th a t of the market. This would 

cause the secu rity  price to  r is e  In order to r e f le c t  the market y ie ld . 

The reverse would be tru e  in  a s itu a tio n  where in te re s t  ra te s  in  the 

market f a l l  (see Table ? .1 ) . This tab le  Ignores fac to rs  such ns 

m aturity  and coupon le v e ls , which e ffe c ts  are  explained In a la te r  pa rt 

o f the chap ter.

TARLF ?.1 TIE CfVERSE RELATIONSHIP OF INTEREST RATC5

E.n. A fixed Income security  with an Issue price  r f  wii/' and a coupon 

of R15 p .a .

1. Varket Interest. Rates of IS". = Yield on Security *1'

Therefore '-arket Value = RlOh 

as IS/TYi = IS t 

Market In te re s t Rates dec line to l i t  = f ie ld  in  .^-curity R1S 

Therefore Market Value = PIVi 

as m / 1An = in t

Market In te re s t Rates r is e  to  = Yield In Security PIS

Therefore ''a rk e t Value = R̂ S 

as TV":', % 71*

Therefore these fixed income s e c u r i t ie s  which may o ffe r  Investors a very 

s tab le  re tu rn , having lower r isk  p ro f ile s  than eq u itie s  can through 

RRKressive tra d ln r  s t r a te r le s  provide higher re tu rn s. Trading In these 

s e c u r i t ie s  toge ther with the employment of sound hedglr^ s tra te g ie s  ( ' f t  

d iscussed In th is  uaper) car, re s u lt  In a t tra c t iv e  cap ita l gains where 

y ie ld s  and consequently rrlcm% flu c tu a te . T'lese s tra te g ie s , while
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generaklng s u b s ta n tia lly  h igher re tu rn s  to  in v e sto rs , w ill a lso  expose 

their to  g rea te r r is k  as ca p ita l losses could occur.

2 .2  Hie History and Growth o f Benda

The appeal o f fixed income se v ' i t  <es has increased su b s ta n tia lly  in  the 

U.S. s ince  the la te  1960's. This i s  la rgely  a re s u l t  o f the r i s e  in 

in te r  a t  ra te s  with these ra te s  flu c tu a tin g  w idely, providing investo rs 

with a t t r a c t iv e  c a p ita l gains o ppo rtun ities  (Joehnk, M.D. -  1983 -  

pr.3 ) .

In Chapter 4 i t  is  noted th a t the growth of the 3 .A. g i l t  anJ ;e m i-g ilt 

market s ince  the middle of the 1970's i s ,  in p a r t , a t tr ib u ta b le  to  these 

fa c to rs . This, toge ther with the prescribed a s se t requirements la id  

down fo r South African in s ti tu tio n s  has contributed  to  th is  growth.

These requirem ents, which are discussed in g rea te r depth in la te r  

chap ters , s t ip u la te  th a t sp ec ific  ca tegorised  investments must be held 

by in s t i tu t io n s .  In South A frica these include g i l t s  and sem i-g ilt 

stocks and d if fe r  from the U.S.A. where in s ti tu tio n s  must hold 

investments of sp ec ific  q u a l it ie s .

Hie e f fe c t of in te re s t ra te s  on re tu rn s  on fixed income s e c u ritie s  

versus eq u itie s  is  highlighted  by the research of several 0 .3 , s tud ie s. 

F isher and Lorie, in th e ir  study of equity re tu rn s  over the period 

19M-6S, found these re tu rns to  average 9,3% p .a . (F isher and Lorie - 

July 1968). The re tu rn s  are fa r  iii exucss of those generated by bonds, 

as shown by the study of Hickman, who showed an annual re tu rn  on boric 

o f about 6,6% between 1090 and 1041 ("Ickman -  1968). These re tu rn s  are 

high In compmrison with the 3.%* suggested by F isher and Well as the



average bond re tu rn  between 1926 and 1Q6R (F isher and Wei" -  October 

1Q71). Thld co n tra s ts  sharply w ith the findings of res ra rch e rs  since 

1968. Ibbotson and Sinquefield suggest th a t . 1969  and 1980 the

comparative annual re tu rn s  on fixed income s e c u r i t ie s  have been superio r 

to  e q u itie s  (Ibbotson and S inquefield -  1981). "M s change in  

performance has suggested th a t fixed income s e c u r i t ie s  are  now fa r  more 

a t t r a c t iv e  than before. Aggressive p o rtfo lio  management, together with 

higher in te r e s t  ra te s  and the use of hedging s tr a te g ie s  has enabled 

investo rs  to  earn more a t t r a c t iv e  re tu rn s , than they could throu^i 

simple buy and hold s tr a te g ie s .

Tne bond market in  the U.S. and more recently  in South A frica has grown 

as a re s u l t  of the above fa c to rs . However, the re  are  several o ther 

im portant fac to rs  th a t should be considered, which are as necessary to  

a s s is t  in  a m arket's growth. Market s ize  is  one of these important 

fac to rs  th a t is  d ea lt with in Chapter S. The ra tin g  of Instruments and 

the a b i l i ty  to  quantify  r ts x , as well as the inform ational and 

operational e f f '- ie n c y  of the market, is  a lso  im portant. These aspects , 

which a lso  co n tribu te  to  the m arket's success, are discussed i r  depth in 

C h 'p ters 8 and 4, while the q u a lity  ra tin g  systems are discussed in  a 

l a t e ' sec tion  o f th is  chapter.

lowever, before d iscussing the q u a lity  ra tin g  systems employed in 

markets such as the United S ta tes , i t  is  necessary to examine the 

various ca tego ries and types of fixed income s e c u r i t ie s  ava ilab le .
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average bond re tu rn  between 19?6 and 1968 (F isher and Well -  October 

1971). This co n tra s ts  sharply with the findings o f r ‘searchers since 

1968. Ibbotson and Sinquefield suggest th a t between 1969 and 1980 the 

comparative annual re tu rn s  on fixed income s e c u r i t ie s  have been superior 

to  e q u itie s  (Ibbotson and S inquefield  -  "981). This change in

performance has suggested th a t fixed income s e c u r i t ie s  are  now fa r  more

a t t r a c t iv e  than before. Aggressive p o rtfo lio  management, together with 

higher in te r e s t  ra te s  and the use of hedging s tr a te g ie s  has enabled 

Investo rs to  earn more a t tr a c t iv e  re tu rn s , than they could through 

simple buy and hold s tra te g ie s .

The bond market in  the U.S. and more recen tly  in South A frica has grown 

as a r e s u l t  o f the above fa c to rs . However, there a re  several o ther 

im portant fac to rs  th a t should be considered, which are as necessary to  

a s s is t  in  a m arket's growth. Market s ize  i s  one of these important 

fac to rs  th a t is  d e a lt with in  Chapter 5. The ra tin g  o f instrum ents and 

the  a b i l i ty  to  quantify  r is k , as well as the inform etional and

opera tional effic iency  of the market, is  a lso  im portant. These aspects,

which e lso  con tribu te  to  the m arket's success, are discussed in  deptn in 

Chapters 3 and 4, w hile the q u a lity  ra ting  systems are  discussed in  a 

la te r  sec tio n  of th is  chapter.

However, before discussing, the q u a lity  ra tin g  systems employed in 

markets such as the United S ta tes , i t  is  necessary to  examine the 

various ca tego ries and types of fixed income s e c u r i t ie s  ava ilab le .



Fixed income s e c u r i t ie s  can be divided in to  two broad ca tego rie s  namely, 

money market and ca p ita l market instrum ents. The money market is  a 

short-term  market and instrum ents w ith m a tu ritie s  o f le s s  than one year 

(usually ) trad e  in  th is  market. The d is tin c tio n  is  not necessarily  th is  

c le a r  and as discussed It. :hapter 4, s e c u r i t ie s  w ith up to  th ree  years 

to  m atu rity  may in  seme circumstances trad e  in  th i s  market. This 

d is tin c tio n  between the money and c a p ita l markets o ften  a r ise s  in  South 

A frica as a re s u lt  of liqu id  asse t requirements fo r banks and o ther 

f in a n c ia l in s t i tu t io n s .  These liq u id  a s se ts  are  sp ec ified  by the South 

A frican R?serve Rank which ca tego rises ce rta in  sho rt dated se c u r i tie s  

and long dated s e c u r i t ie s  nearing m aturity as liq u id  a s se ts  fo r che 

purpose o f  these requirem ents. While corporate bonds or debentures th a t 

near m aturity  may trade  in  the money market, those of longer m a tu ritie s  

w ill trad e  in  the ca p ita l market. The vast m ajority  o f debentures, a t  a 

p a r t ic u la r  poin t in  time, have m a tu ritie s  of longer than one year and 

the  rep o rt w ill th e refo re  net deal with the problems o f  trading 

debentures in  the money market.

The short-term  s e c u r i t ie s  th a t are  more generally  traded include 

negotiable  c e r t i f ic a te s  o f d eposit, bankers acceptances and treasury  

b i l l s .  These instrum ents are  Issued and purchased by banks in  order to  

ob ta in  short-term  finds fo r themselves and th e ir  borrowers, as well as 

to  invest excess liqu id  funds held by them for sh o rt periods o f time.

The money market in  South A frica is  fa i r ly  ac tive  but is  su b stan tia lly  

sm aller and narrower than the ca p ita l market. The c a p ita l market 

comprises both the equity and bond markets, with the public debt 

component referred  to  ms th  g i l t  market, comprising the la rg es t



component. (T h is i s  d iscu ssed  in  more d e ta i l  in  C hap ter U).

In South A frica the bond market is  not as well s tru c tu red  as the U.S. 

m arkets. In Chapter of the rep o rt, i t  is  shown th a t the South African 

market is  dominated by public a u th o ritie s  who trade in the g i l t s  market 

w hile the corporate sec to r is  much sm aller and is  very poorly traded, 

hue to  th i s  sec to rs  " in s ig n ifican ce” , trade takes place on the same 

f lo o r  as e q u itie s  in  co n tra s t t , g i l t s  which a re  traded epara te ly .

In the United S ta tes , bond markets arc mo^e structu red  and can be broken 

in to  fiv e  d is t in c t  ca teg o rie s. These markets are not dominated by the 

government although the government is  a la rge player in  these markets.

In 1078 the la rg e s t borrower in th is  market was the p riv a te  sec to r, 

co rporations sec to r raised  over SAP b il l io n  iu  th is  year with the 

government ra is in g  over bi.' - ion in borrowings (F abozri.F .J . and 

G roppelli, A.A. -  '081 -  pg.6 ). In co n tra s t in f t.h Afr. o t  * 

borrowings are dominated by the government. (This w ill be more evident 

in  the d iscussion  in Chapter ti).

The United S ta tes  bond m arket's fi'-e  d is t in c t  ca tego ries include the 

governmental sec to r which includes the tl."-. t-easury  and municipal 

s ec to rs . ",he non-govrrnrent sector- 1% uie corEsorate sec to r which 

includes in d u s tr ia ls ,  public u t i l i t i e s ,  r a i l  and tran sp o rta tio n  and 

financia l isauea. These individual Issues themselves range in q ua lity  

which is  the focus of discussion  in the following section .

? ."  ]h t_0 uallix_Q f... fkmda

This sec tion  deals with the ra tin g  ol bor^s according tn  tn e ir  r isk  of
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ie f a u l t .  The q u a lity  ra t in  th a t an is s i iven is  an in d ica tio n  of

the is s u e ’s exposure to  d efau lt r is k , or th* 1> ^ilu-"' of the

company to  meet i t s  o b liga tions  i r  terms of cond itions. Ronds in

South A f r i v .  /re  not rated  in te , ms of such a system, although the 

iss '-^s o f public a u th o ritie s  are ca tegorised  according to the issu ers  

apparent q u a lity  (see Table 4.1 in  Chapter 4).

The !i.S. is  the  leader in  the ra tin g  o f bonds and has a well-developed 

system fo r ra tin g  these Instrum ents. Tn the United S ta tes  the re  are two 

major investo r serv ices th a t ra te  bonds. These se-v ices  are Moody’s 

r a tin g  serv ices  and Standard and f,o o r 's  ra ting  se rv ic es. The way in 

which these serv ices ra te  bonds and the b asis  of ra tin g s  afforded are 

discussed in the next section  nf the Thepter, These are important as 

th e ir  s ign ificance  is  developed in  tr«  remaining chapters of th is  

rep o rt.

Although the chapter and rep o rt focuses unly on the U.S. ra tin g

serv ic es, these serv ices e x is t  in o ther coun tries . Tn Japan, ra tin g  

serv ices include h ik u n i 's  ra t in  serv ice and in  Canada Dominion ra ting  

serv ices  (F.uromoney Corporal^ r :nar^e .Supplement -  March 118?).

The key fac to rs  th a t determine nond q u a lity  are baaed on the finding# of 

research by Lawrence F lshe-. rusher Id en tif ied  earnings v a r ia b i l i ty  o f

the firm , the length ,.f tlm» th# company was so lven t, i t s  deb t/equ ity  

r a t io  and the m arketab llif ' of 'r,e issue as key fac to rs  (F isher, L. -  

June These fac to rs  id e n tif ied  by F isher are those applied in  the

r a t i r : s  of bonds and are discussed belcw. Ikwever, before examining the 

b as is  upon wtilch companies are  rated i t  is  necessary to  review the



various ra tin g  ca teg o rie s .

?.5 Bond Eatings
Thie. s ec tio n  focuses on the ra tin g s  of Moody’s and Standard and Poor's 

investo,- s e rv ic e s . These q ua lity  ra tin g s  range from t ’>-e low r is k  bonds 

issued by s tab le  f in a n c ia lly  sound companies, to  high r is k ,  poorly 

r a t e d ,bonds issued by ccmpanies th a t are  f inancia lly  risky .

The d u a l ity  ra tin g s  together with a <•' ic rlp tio n  o f  each is  shown in  the 

ta b le  below.

TABLE 2.2  -  QUALITY RATINGS BT.INVESriENT AGENCIES 

MOODY'S DESCRimotl

IHYESTHPiT ..QUALITY
AAA Aaa These are the h ighest ra ted  bonds. Capacity to

pay in te re s t  and repay c a p ita l i s  s trong.

AA Aa These bonds are high grade ob lig a tio n s. They only
d if f e r  from AAA (Aaa) to  a small degree.

A A These bonds are upper medium grade. They have a
strong capacity  to pay p rin c ip a l and in te re s t ,  
although they are somewhat more su scep tib le  to 
adverse e f fe c ts  of changes in  circumstances and 
economic conditions.

BPP Baa These bonds are regarded as having adequate
capacity to  pay in te re s t  and repay p rin c ip a l. 
Adverse economic conditions are lik e ly  to  lead to  
weakened capacity  to make these payments. This is  
the borderline between sound ob liga tions and those 
where the specu lative element predominates.

These bonds are regarded as lower medium grade and 
have only minor investment c h a ra c te r is tic s .
Charges are earned by a f a i r  margin but in poor 
economic periods d e f ic i t  operations are possib le .



R R These bonds are specu la tive . Payment o f in te re s t
cannot be assured under d i f f i c u l t  cond itions.

CCC-CC Caa-La These bonds are o u tr ig h t specu la tions, with the
payment o f in te re s t  questionable in  poor trad e .

C C This i s  reserved fo r Income bonds, no in te r e s t  is
paid.

DRD-D None These bonds are in d e fau lt and in te re s t i s  in
a rre a rs .

Source : Standard & Poor's Bond Guide -  1982
S tern , Stewart & Putnam & Macklis Ltd -  Corporate Finance Guide 
-  June 1979

The ta b le  in d ica tes  hew bonds are rated  and w ill be used in  d iscussions 

o f  bond q u a lity  and y ie ld s  in  th is  and la te r  cha; v rs . The ra tin g  given 

to  a bond issue  is  a re f le c tio n  of i t s  q u a lity  and w ill a f fe c t i t s  

y ie ld , as the ra tin g  i s  an ind ica tio n  o f the level o f d e fau lt r isk  to  

which an issu e  i s  exposed. For example AAA (Aaa) bonds have the lowest

exposure to  d e fau lt n ^ ,.  and would the re fo re  have the lowest premium

above government bonds, while bonds with ra tin g s  of RBR (Baa) would 

ca rry  higher exposure to  d efau lt r is k  and the refo re  trade  a t a higher 

y ie ld  above the r isk  free  rate.

In order to  understand how bond q u a lity  is  determined, i t  is  necessary

to  examln? the  fac to rs  th a t are used to e s ta b lish  these bond ra tin g s .

2.S The Determination  of Rond Balings

In reviewing the fac to rs  considered in  the bond ra tin g  process i t  is  

important to  understand the underlying concepts, as th is  w ill provide a 

b e t te r  understanding of the r isk s  th a t a rating reflects, as ra tin g s  no 

longer in d ica te  only the a b i li ty  to  pay in te re s t and repay c a p ita l .

Thus while bond analysis was previously only concerned with the r isk  of 

not rece iv ing  interest and ca p ita l repayments there is  now another



dimension to  i t s  an a ly s is . This second dimension focuses c Wie r is k  of 

changes in  q u a lity  as a re s u l t  of changes in  c re d i t  t l s k .  Where a 

d ev ia tion  in  c re d i t  r is k  occurs and bonds are dot - ra te d , th is  would 

re s u lt  in  an increase i the y ie ld  and a f a l l  in  bond p ric es  (Howe, J .T . 

- 1983 - pg.395).

The need fo r  th i s  second dimension o f c re d i t  an a ly s is  a r ise s  as a re s u l t  

r f  an inc reasing  number ot investo rs  who ac tiv e ly  trade  in  s e c u r i t ie s  

fo r  the  purpose o f making p ro f it s  through y ie ld  changes. C redit 

an a ly sis  was previously only concerned with d e fau lt and non-payment of 

In te re s . and c a p ita l .  This study then focused on s tr a ig h t r a t io  

an a ly s is . The need fo r a broader form o f ana ly sis  arose which .’e a l t  

w ith r a t io s  and p r o f i ta b i l i ty  trends such as re tu rn  on equ ity , 

operating  margins and a s se t turnover, previously associa ted  only with 

e q u itie s  (Howe, J .T . -  1983 - pft.345).

The fa c to rs  to  be considered in  bond ana ly sis  should the re fo re  Include 

the follow ing. Pre-tax in te re s t  coverage, leverage, cash flew , net 

a s se ts , end condition o f p lan t and working c a p ita l ,  which represent 

the  tr a d i t io n a l  components o f r a t io  an a ly s is . The second dimension of 

ana ly sis  should focus on re tu rn  on equ ity  and i t s  components as well as 

o ther non-flnanclal aspects . These r a t io s  and th e ir  s ign ificance  are 

discussed below ind iv idually .

The f i r s t  r a t io s  analysed compare the leve i of earnings with In te re s t 

charges. This fixed charge coverage r a t io  is  ca lcu la ted  by dividing 

pre-tax  income plus in te re s t  by the to t a l  in te re s t charge. Where the 

r a t io  i s  le s s  than one the company would need to  borrow or dispose of
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a s s e ts  to  meet ob lig a tio n s.

The second r a t io  analysed is  the leverage r a t io ,  which can be defined as 

the long-term  debt to the to ta l  c a p ita l  o f the company. These should 

a lso  however tar* short-term  debt in to  account as th is  must a lso  be 

refinanced . Bond ana lysts  should the refo re  take cognisance of th i s  and 

in  add ition  to  any o ther o ff-balance sheet o b liga tions  such as le ases .

Cash flow as a percentage of to ta l  debt Is  a fu r th e r  r a t io  th a t ana lysts  

should c a lc u la te . This r a t io  focuses on the to t a l  cash flow from 

opera tions, to  the to ta l  d*»bt, in  assessing  the company' s a b i l i ty  to  

repay debt.

A fu r th e r  s ig n if ic a n t r a t io  th a t should be analysed is  the net asse ts  

(or equity) o f the company to  the to ta l  debt. Consideration in th is  

ana ly sis  i s  given to  market values of net a s se ts . For example, asse ts  

with cook values th a t are in excess of market o r liq u id a tio n  values 

should be adjusted downwards as th is  w ill provide a more meaningful 

ind ica tio n  of the company's a b i li ty  to  meet debt ob liga tions.

Working ca p ita l i s  the f in a l Important variab le  th a t should be 

considered in th is  process. Working ca p ita l which is  the current asse ts  

le s s  cu rren t l i a b i l i t i e s  is  considered the primary test of a company's 

f in a n c ia l f le x ib i l i ty .  This provides an ind ica tion  of the company's 

a b i l i ty  to  weather an economic downturn, as these components can usually  

be liqu idated  ea sily  to  provide the necessary liq u id ity  in the event of 

such a downturn (Cohen, 7inbarg & 7elkel -  ISA? -  PR *16 and Howe, J.T .

- mm? - pg. 140- 341).



The fa c to rs  id e n tif ie d  above are  the basic r a t io s  th a t provide ana ly sis  

'.nd u ltim a te ly  Investo rs with an ind ica tio n  o f tne  company's a b i l i ty  to  

meet in t e r e s t  and c a p ita l  repayments and i s  the tr a d itio n a l component of 

r a tin g  an a ly s is .

The second category of ana lysis  includes ana ly sis  o f the components of 

re tu rn  on equity  which are used to  analyse corporate performance and the 

company's a b i l i ty  to  maintain I t s  e x is tin g  q u a lity  ra t in g . Zn examining 

these components the analyst should examine them fo r  a period o f a t 

le a s t  f iv e  years in  order to  assess the progression of each v a riab le . 

These should be analysed through the business cycle and In re la tio n  to 

the industry  (Howe, J .T . -  19^3 -  PR.354).

The four basic components of re tu rn  on equity include the pre-tax 

margins, a s se t turnover, leverage and tax r a te . The manner in which 

these r a t io s  in te ra c t to  provide the re tu rn  on equity  i s  shown in  Table 

2 .3 (Cohen, J .B . , Zinbarg, E.T). and Z eikel, 1987, pg.395).

TABLE 2.3 BREAKDOWN OF-RETURN. Qfi EQUITY

Sales Assets Equity

Operating margin x Asset Turnover x Leverage x Tax Effect,

Analysis of these components against Industry standards and through 

economic recession may h igh ligh t difficulties th a t a company may



experience. These could lead to a dev iation  in  i t s  c re d i t  , tsk  and a 

down-rating of i t s  bonds in  the fu ture as poor operating margins cay, 

fo r example, re s u l t  in  reduced fixed charge coverage ra t io s  and an 

apparent d if f ic u l ty  in  meeting fixed o b liga tions  such as in te re s t .

N on-financial fac to rs  should a lso  be considered in  th is  an a ly s is . These 

should include any secu rity  or pro tection  bondholders are  afforded, as 

w ell as fac to rs  such as foreign  exposure, market share and the company's 

s iz e , which may not be re flec te d  in  the ra t io  ana ly sis  performed, but 

may have an e f fe c t on fu tu re  performance and the a b i li ty  to  meet 

o b lig a tio n s.

In conclusion, the ra tin g  of bonds is  the refo re  based on a number of 

broad ca tego rie s  of r a t io . In ce rta in  in d u s trie s  r a t io s  o ther than the 

above may be applicable and may be used. However, the app lica tion  and 

ana ly sis  of these r a t io s  is  subjec tive end judgemental, and numerous 

q u a l ita tiv e  fac to rs  a lso  need to be taken in to  consideration .

A ra tin g  serv ice  w ill a s s is t  in the valuation  process by attem pting to 

quantify  these judgemental fac to rs  and w ill g rea tly  con tribu te »o th is  

process. This is  discussed In more d e ta il  in Chapter 1.

In Chapter 1 the rep o rt dea ls  with the  major determ inants o f bond 

p ric e s . These determinants are the various components of r l s ', .  which 

toge ther with In te re s t  ra te  leve s dmrlnate the valuation  process, 

before dealing  with these fac to rs  and the way in  which they Influence 

bond p rices  i t  is  necessary to  examine the terms and s tru c tu re  of a
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p a r t ic u la r  issu e . The most im portant of these fac to rs  are  the coupon 

r a te  and the m aturity date  o f the p a r t ic u la r  issue .

2 .7 .1  Coupon Rates

The s ize  o f  the  coupon w ill a f fe c t the ir,ovement of bond p rices as a 

resu l f  changer in  in te re s t  r a te s . An issue  with a low coupon ra te  

would be more sen s itiv e  to  changes in market in te re s t r a te s , as compared 

w ith an issu e  '-'1th a high coupon r a te . This i s  f a i r ly  lo g ica l as the 

impact of an in te re s t  ra te  movement of 1% on a bend w ith a S t coupon 

would be more s ig n if ic a n t , than a IS movement in  the y ie ld  of a bond 

w ith a lOt coupon. For example, a bond with a m aturity of twenty years, 

a coupon o f 10$, trad ing  a t  a y ie ld  of w ill experience a move in 

p rice  from R109,20 to  R132,03 i f  the y ie ld  were to  drop by 2 t. This 

rep resen ts  a 20,91* movement In the s e c u r i t ie s  y ie ld . I f  the coupon 

were 5% and the bond was trad ing  on a 91 y ie ld  with a m aturity of twenty 

years, the  bond p rice  would be R63,20. I f  the y ie ld  was to f a l l  by -?S 

th i s  would cause the p rice  to  increase to  R7A,A*. This would represent 

a 24,43* movement in  the bond's price  (Fabozzi, F .J . -  1983 -  P&.R3). 

This would ind ica te  th a t bonds with low coupons are more sen s itiv e  to 

changes in  bond y ie ld s  than those with h igher coupons.

ttaWdty
The time to  m aturity of a p a rti 'la r  Issue w ill a lso  have an impact on 

the bond p rices Assuming a l l  outer fac to rs  remain constan t, bond price 

v o la t i l i ty  w ill increase, the longer the term to  m aturity . Therefore 

where in te re s t  ra te s  are expected to  inc rease , the y ie ld s  on long-term 

bonds would decrease by a g rea te r percentage as compared to  short-term  

bond. This is  lo g ica l, ms the longer the term to  m aturity , the more
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s tg n if ie a n t would be the  impact on the y ie ld  to  m aturity  of a cnange in 

market in te r e s t  r a te s . This i s  i l lu s tr a te d  w ith a bond of R100 with a 

9* coupon s e ll in g  a t par. I f  the years to  m aturity  a re  5, then a 

percentage dec lin e  in  y ie ld  o f would re s u lt  in  a r is e  in  the  bond 

p ric e  to  R108,3?. S im ilarly , i f  the years to  m aturity  were 10, the 

p rice  would increase to  R114,21. These represen t an ft,3?* and 14,21% 

increase re sp ec tiv e ly . In the event o f a r is e  in  in te re s t ra te s  the 

reverse would be tru e  with the bond with 10 years to  m aturity  having the 

most s ig n if ic a n t p rice  decline (Fabozzi -  198? -  pg .R6 ), I t  i s  

the re fo re  advisable fo r Investors to  hold stocks with long m a tu ritie s  in 

times o f dec lin ing  in te re s t  ra te s  and stocks with sh o rt periods to 

m aturity in  periods o f r is in g  in te re s t  ra te s .

2 .8  Conclusion

This chapter has introduced the ro le  o f bone's, and th e ir  a t tra c t io n  as 

Instrum ents fo r investment. The a t tra c t io n  has grown su b stan tia lly  over 

the l a s t  twenty years, la rgely  as a re s u l t  of higher and more v o la ti le  

in te re s t  r a te s . These ra te s , together with so p h is tic a ted  hedging 

s tr a te g ie s , have enabled investo rs to  generate more s ig n if ic a n t re tu rn s.

The change in  the methods of Investment " r v  n buy and hold s p r i t e #  to  

a one of more ac tiv e  trad ing  has a lso  resu lted  in a change in  the bond 

ra tin g  systems. Previously, these system-; focused only on the a b ility  

of the company to  meet ob liga tions of in te re s t payments and cap ita l 

repayments. This has however changed and a second dimension is  now 

introduced. This dimension looks a t the p robab ility  of the companies 

bonds being down-rated. The down-'-atlng of a bond issue would re su lt in 

i t s  trad ing  on a higher y ie ld , as a higher level of c re d i t  r isk  would be



a t tr ib u te d  to  the issue , th i s  aspect i s  of s ig n ifican ce  to  trad ers  

concerned w ith generating a re tu rn  both from the bond’s in te re s t income 

and c a p ita l  gains.

The chapter f in a lly  focused on the fac to rs  impacting bond p ric es , th a t 

a re  s tru c tu ra lly  inherent in  a l l  bonds. These include m aturity and 

coupon ra te s , both o f  which are im portant to understanding bond price  

movements. The length of a bond's period to  m aturity a f fe c ts  the 

s e n s i t iv i ty  o f y ie ld s . The longer the period to  m aturity the more 

s e n s itiv e  are bond p ric es . S im ilarly , bonds with lower coupons are more 

s e n s itiv e  to  y ie ld  changes as compared with higher coupon bonds. This 

is  of s ig n ifican ce  to  tra d e rs  who may depend on th e ir  perception of 

fu tu re  in te re s t  ra te  movements in  selecting p a rtic u la r  securities to 

take advantage o f  these e f fe c ts .

Various o ther fac to rs  need to  be considered by investo rs in  se lec tin g  a 

bond p o r tfo l io . However, the most important fac to r is  the a b i li ty  to 

trad e  th e ir  s e c u r i t ie s  a t f a i r  p rices  in the market. The following 

chapters the refo re  focus on the various aspects th a t may impact and 

in h ib it  tra d e . In Chapter 3 the research w ill focus on y ie ld s  and the 

impact o f changes in  r is k  on these . The importance of a c re d i t  rating 

system and i t s  e f fe c t on the bond valuation  process is  a lso  considered, 

as well us fac to rs  th a t In h ib it or f a c i l i t a te  the operational efficiency 

of the market. These fac to rs  are considered in Chapter n. In Chapter S 

of the rep o rt, ana lysis  of s tru c tu ra l fac to rs  such as the prescribed 

asse t requirements and market size  are d iscussed.
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CHAPm-T

TtiL IMPORTANCE OF RISK IN m  YALUAIIQH OF CORfPSAIE M 3S

This chapter d iscusses the importance o f r is k  in  the determ ination of 

bond values. Analysis o f research in d ica tes  th a t the a b i l i ty  to  

quan tify  r i s k  i s  im portant in  the  valuation  process and d if f ic u  tes 

experienced in  valuing bonds could make them u n a ttra c tiv e , the. eby 

in h ib itin g  the functioning o f the corporate  bond market.

The chapter the re fo re  focuses on the components of r is k  th a t a f fe c t 

bonds and p laces p a r t ic u la r  emphasis on the components th a t a ffe c t 

corporate bonds. In the ana ly sis  o f r is k  we w ill show th a t i t  i s  broken 

in to  ca teg o rie s  o f  system atic and unsystematic r is k .  Each o f these 

ca teg o rie s  can then be fu r th e r  broken down in to  several sub -categories.

Systematic r is k  and unsystematic r is k  are  analysed in to  th e ir  r isk  

su b -catego ries . The manner in  which these r is k  ca tego ries a f fe c t the 

value of bonds i s  a lso  discussed and d is tingu ished . For example, 

unsystem atic r isk s  such as d efau lt r is k  (or r isk  of f a i lu re  to  meet 

commitments) and m arketab ility  r is k  cause changes in  bond spreads and 

are the re fo re  im portant in  the valuation  o f sp ec ific  bond issues  a t  any 

given tim e. These r is k s  and th e ir  impact on bond values a re  the refo re  

analysed to  assess th e ir  importance in  the valuation  process.

D efault r is k  is  id e n tif ie d  as a key r is k  in the valuation  process, and 

bond premiums vary s ig n if ic a n tly  as a r e s u lt  r'f  v a ria tio n s  in  the level 

of th is  r is k .  This r isk  i s ,  however, d i f f i c u l t  to  quantify  w ithout a 

su ita b le  measure or ra tin g  system, Thr chapter shots how q u a lity



ra t in g s  w ill g rea tly  a s s is t  in  th i s  process. These q u a lity  ra tin g s  were 

reviewed in  the previous chapter and th i s  chapter develops on the

research  ol the previous chapter.

In th i s  chapter we wilL find th a t c re d i t  ra tin g s  in  the United States 

have a s ig n if ic a n t impact on th slues of bonds and are gncurate 

in d ica to rs  o f  the c re d i t  or d e fau lt r is k  to  which b nds are exposed. I t  

i s  suggested th a t a market w ithout th is  inform ation w ill be inh ib ited  >:y 

th i s  lack , which w ill make ihe valuation  process more di T i c u l t . Th" 

importance o f  th is  in fom ation  in  the c rea tion  of a successful market is  

d iscussed in  Chapter 4.

The basic premise underlying ca p ita l market theory is  tra t ,  in most 

circum stances a po sitiv e  re la tio n sh ip  e x is ts  between r ls*  and return  

(see Fig 3 .1 ), Therefore (as explained by F isher) the nr i ce  of bonds 

w ill vary Inversely with r is k , while y ie ld s  on bonds varv erec tly  with

r is k  (Saldofsky and M iller -  1969).

Source: An in troduction  to Fixed Income Secu ' 1;
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Risk i s  the re fo re  im portant in  understanding the y ie ld s  on ca p ita l 

market instrum ents, w ith inc reases in  r is k  re su ltin g  in  increases in  

y ie ld s . Understanding the  various r isk  components i s  important in  

explain ing  the  y ie ld s  on p a r t ic u la r  instrum ents, as c e r ta in  r is k s  have a 

more s ig n if ic a n t e f fe c t  on p a r t ic u la r  ca teg o rie s  o f s e c u r i t ie s , as 

comared w ith o th e rs . For example in te re s t  ra te  r isk  has a g rea te r 

impact on government bond y ie ld s  than on corporate  bond y ie ld s , while 

d e fa u l t r is k  a f fe c ts  low-grade corporate bond;, more s ig n if ic a n t ly .

Sharpe d iv ides  r is k  in to  two major ca tego rie s  -  system atic and 

unsystem atic r is k  (Sharpe, Investments -  2nd e d i tio n ) . Systematic r isk  

i s  the r is k  a ffec tin g  a l l  se< r i t i e s ,  w hile unsystematic r isk  i s  th a t 

r is k  sp e c if ic  to  a p a r t ic u la r  s e c u ri ty . Both system atic and 

unsystem atic r is k  can be fu r th e r  sub-divided in to  o ther r isk  components 

(F ischer and Jordan -  1987 -  pg.116).

Before examining the various components: o f r is k  i t  i s  im portant to  

understand i t s  concept. F ischer and Jordan define r is k  as the 

p o s s ib il i ty  th a t re tu rn s  th a t a re  re a lised  w ill be le s s  than those 

expected. The fa i lu re  to  re a l is e  expected re tu rn s  can be a re s u l t  of 

ex ternal in fluences which are not con tro lled  by the firm  ana in te rn a l 

fac to rs  which are  more cont.rcl.’ ab le  by the firm . These ex ternal fac to rs  

are  broad in  th e ir  e f fe c t and a re  the system atic sources of r is k ,  while 

those th a t a re  co n tro llab le  are narrower and p ecu lia r to  the p a r tic u la r  

industry and firm . These l a t t e r  forces are referred  to  as r isk s  o f an 

unsystematic nature (F ischer and Jordan -  198? -  pg .120).



System atic r i s k  i s  the refo re  the  r is k  th a t  impacts a l l  s e c u r i t ie s  to  

v arious degrees, regard less o f  th e ir  sp e c if ic  nature and fe a tu re s . This 

^vuld include a l l  fixed income s e c u r i t ie s  such as government bords 

(G il t s ) ,  co rporate bonds, preference shares as w ell as ordinary shares. 

Sources o f  th i s  r l j k  component are  economic, p o l i t ic a l  and socio log ica l 

fa c to rs . For example global recession  i s  an economic r isk  which w ill 

r e s u l t  in  d ec line  in  p rices  o f a l l  s e c u r i t ie s ,  and thereby cause 

in v esto rs  to  show re tvnra  below those an tic ip a ted .

Sources o f  unsystematic r is k  ( th 94 -ique to  a p a r t ic u la r  r im  or an 

industry ) include the capab ility  uf management, consumer re fe re n c e s  

(and changes in  them) and labour s tr ik e s .  These r is k s  are  generally  

independent o f  those which impact secu rity  markets in  genera l.

As discussed previously the  ex ten t to  which s y s t e n t i c  and unsystematic 

r is k  a f fe c ts  a p a r t ic u la r  firm  causes the v- e o f j t s  s e c u r i t ie s  to  

vary. The magnitude o f e i component as p a r t o f the to ta l  r is k  i s ,  in 

essence, a function  o f the company's nature and c h a ra c te r is tic s . For 

example, producers o f durable g s are  s e n s itiv e  to  f lu c tu a tio n s  in  the 

economy and th e refo re  economic r is k .  These companies the refo re  have ? 

g rea te r component o f system atic r is k ,  as opposed to  a no-.-durable food 

producer o r u t i l i t y  su-h as an e le c tr  al company which w ill be more 

se n s itiv e  to  unsystematic fac to rs  (F ischer and Jordan -  1987 -  pg.121). 

This i s  lo g ic a l , as a producer o f durable roods, such as a fu rn itu re  

producer, w ill show b e t te r  re tu rn s  during ar economic upturn. Factors 

such as management competence are le s s  im portant. A Vocd producer is ,  

however, more s tab le  and w ill be le s s  s e n s itiv e  to  economic cycles and 

as  a re s u l t  management competence and labour fr* s ta b i l i ty  w ill be



more Important,

Before examining how the various r is k  types a f fe c t p a r t ic u la r  c lasse s  of 

bond and p a r t ic u la r  Issues, i t  i s  necessary to  review th e ir  various 

components,

3.2.1 SyafcgflaUfi.aiaK

System atic r is k  can be broken down in to  th ree  aaslc  components. These 

include in te r e s t  ra te  r is k ,  purchasing power r is k  and market r is k  

(Cohen, Zinbarg and Zeikel -  1987 -  pg.'>).

(a) In te r e s t  M  J i a k

In te re s t ra te  r is k  i s  probably the  most im portant o f a l l  as i t

Impacts a l l  s e c u r i t ie s ,  with the  possib le  exception o f  the highly 

specu la tive  issues  ("junk" issues) whose value i s  v ir tu a lly  to ta lly  

dominated by unsystematic fa c to rs .

I n te re s t ra te  r is k  can be defined as the v a r ia b i l i ty  in  bond re tu rns as 

a re s u l t  o f changes in  the general leve l of in te re s t  ra te s  (Joehnk, M.D. 

-  1983 -  p g .12). This re fe rs  to  f lu c tu a tio n s  in  the  value o f these 

fixed  income s e c u r i t ie s  as a re s u lt o f changes in  the  le v e l of in te re s t  

ia te s .  In te re s t ra te  movements are a very powerful force a ffec tin g  the 

value of bonds and i t  i s  im portant to  understand the  causes of in te re s t  

ra te  r is k . In very simple terms, in te re s t  ra te  movements are caused by 

changes in  demand and supply. These come about la rgely  as a re s u lt  of 

the ac tions of the Central bank (Reserve Bank in South A frica) who us? 

In te re s t  ra te s  as a tool in th e ir  monetary policy ob jec tiv es . The ro’.e 

of monetary policy Is  to  smooth money supply growth, so as to  a s s tu t in



th e  growth o f  the  economy, w hile m aintaining in f la tio n  a t  acceptable 

le v e ls . In ad d itio n , the p o lic ie s  adopted are a lso  used to  ensure a 

smooth day to  day operation  o f the f in a n c ia l markets (The South African 

Reserve Bank -  1986 -  pg.39).

The p o lic ie s  used by the  S.A. Reserve Bank and many o ther major ce n tra l 

banks are  market o rie n ta ted  p o lic ie s  and the re fo re  o ften  have 

s ig n if ic a n t Impact on In te re s t  r a te s .  The mechanisms applied  include 

accommodation, where the Reserve Bar* accommodates the  d iscount houses 

and banks when they experience the need fo r cash balances. These 

procedures inc lude the rediscounting o f land bank b i l l s  and o ther 

s im ila r  instrum ents, providing advances secured over government and 

semi-government stocks and through th e  purchase o f these  in s t i tu t i o n 's  

s e c u r i t ie s ,  thereby providing them w ith the necessary funds, These 

accommodation procedures are  intended to  smooth the day to  day 

operations o f  the f in a n c ia l markets and to  ca rry  out monetary p o lic ie s . 

The impact o f accommodation procedures on money supply and in te re s t  

ra te s  n e c ess ita te s  th e ir  linkage with open market operations as these 

opera tions , which involve the buying and se ll in g  o f  government 

s e c u r i t ie s ,  a re  a lso  aimed a t  regu la ting  money supply and in te re s t  ra te  

pa tte rn s  (The South African Reserve Bank -  1986 -  pg.tiO).

In order to  assess the level of in te re s t  ra te s  a t  any p a r t ic u la r  time, 

i t  i s  im portant to  understand the ce n tra l bank 's monetary policy as 

these p o lic ie s  w ill provide an ind ica tion  of fu tu re  in te re s t  ra te  

movements,

A change in  In te re s t r i t e s  f i l t e r s  through from the  public debt market
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th e  growth o f  the  economy, w hile m aintaining in f la tio n  a t  acceptable 

le v e ls .  In ad d itio n , the p o lic ie s  adopted a re  a lso  used to  ensure a 

smooth day to  day operation of the f in a n c ia l markets (The South African 

Reserve Bank -  1986 -  pg.39).

The p o lic ie s  used by the  S.A. Resetve Bank and many o ther major ce n tra l 

banks a re  market o rien ta ted  p o lic ie s  and th e re fo re  o ften  have 

s ig n if ic a n t impact on in te r e s t  r a te s .  The mechanisms applied  Include 

accommodation, where the Reserve Bank accommodates the d iscount houses 

and banks when they experience the need fo r  cash balances. These 

procedures include the rediscounting o f  land bank b i l l s  and o ther 

s im ila r Instrum ents, providing advances secured over government and 

semi-government stocks and through the purchase o f  these in s t i tu t i o n 's  

s e c u r i t ie s , thereby providing them w ith the  necessary funds. These 

accommodation procedures are  intended to  smooth the day to  day 

opera tions o f  the f in a n c ia l markets and to  carry out monetary p o lic ie s . 

The impact o f accommodation procedures on money supply and In te re s t 

ra te s  necess1ts te s  th e ir  linkage w ith open market operations as these 

o pera tions, which Involve the  buying and s e ll in g  o f  government 

s e c u r i t ie s , are  a lso  aimed a t regu lating  money supply and In te re s t ra t*  

p a tte rn s  (The South African Reserve Bank -  1986 - pg.ttO).

In order to  assess the leve l o f in te re s t  ra te s  a t  any p a r t ic u la r  time, 

I t  is  im portant to  understand the c e n tra l bank 's monetary policy :s  

these p o lic ie s  w ill provide an ind ica tion  o f  fu tu re  in te re s t  ra te  

movements.

A change in  in te re s t ra te s  f i l t e r s  through from the public debt market



in to  o th e r sec to rs  o f the market. These changes would in i t i a l ly  be re flec ted  

in h igher y ie ld s  on long and short-term  government s e c u r i t ie s  such as 

Government bonds (RSf stock or g i l t s  in South A frica) and Treasury Bonds 

(SA-Treasury h i l l s ) .  For example, a r is e  i 1. ra te s  on government bonds would 

'-ake them more a t t r a c t iv e .  Funds would the refo re  flow in to  th is  sec to r o f the 

market, to  take advantage of the a t t r a c t iv e  y ie ld s . This would cause p rices 

of co rporate bonds to  drop, as a re su lt of funds being drawn out of th e ir  

market and push up these y ie ld s  making them more a t t r a c t iv e .  S im ilarly  a flow 

of funds 01 of equity markets would be experienced, farcing  p rices  down and 

y ie ld s  up.

Closely linked to  in te re s t ra te  r isk  is  purchasing, power r isk  ( i . e .  

in f la t io n ) .  This i s  linked to  the purchasing power of amounts to  b* received, 

and is  e s s e n tia lly  the impact of in f la tio n  on the value and re tu rn s  of an 

investment. In fla tio n  w ill , over a period o f  time, impact y ie ld s , as the 

demand fo r investments a t  the cu rren t y ie ld  w ill dec line , as the future 

purchasing power o f th a t investment and i t s  re tu rn s  d ec lines , in  rea l terms, 

wi'Ji increased in fla tio n ary  expectations. In these circum stances, t r  -tricer 

of bonds would f a l l  and the re tu rns consequently improve, before investors 

would again be a ttrac ted  to  the investment. To the ex ten t th a t in f la tio n  is  

expected I t  is  already discounted in security  p ric e s . However tne r isk  to 

which markets are expored is  the r isk  of chanpes in  in fla tionary  expectations 

or unexpected in f la tio n . For example, were investo rs to read ju st tn e ir  

expectations upwards, an tic ip a tin g  higher than previously expected in f la tio n ,



(C) Mark e t Blak

Market r is k  la  the f in a l component o f system atic r is k , end Is  the  r isk  

o f  changes in  fu tu re  re tu rns as a re s u lt  of changes in  investo r 

ex pecta tions . These changes in  expectations are  brought about by 

fa c to rs  defined  in  two broad ca teg o rie s. These include fac to rs  of 

e i th e r  a ta n g ib le  nature such as rea l economic fo rces and those c r  an 

In tan g ib le  natu re more c lose ly  re la ted  to  market psychology (F ischer and 

Jordan -  1987 -  pg.118).

The re a l fo rces  which could cause a drop in secu rity  p rices  include 

in te r e s t  r a te s ,  in f la tio n  and commodity p rices  (e .g . gold p rice) among 

o th e rs . Market r is k  is  in te r-lin k ed  with the o ther system atic r is k  

fa c to rs  discussed previously.

Ihe  in tang ib le  component o f market r isk  Is  more c lo se ly  re la ted  to  

Investo r reac tio n , and i s  o ften  a consequence o f changes in  rea l 

ecv '•’tic fo rces . This occurrence is  o ften  apparent in  a so -called  

over-react*.. 'Vf market to  changes in  inform ation. Such an 

over-reaction  w ill la rge drop in secu rity  p ric es  in apparent

excess o f  the  change in  fundamentals th a t have in i t i a l ly  caused priccs 

to  drop (aa seen in  World Stock Markets in  1987). This in tang ib le  

component o ften  appears unexplained, and is  usually  a ttr ib u te d  to  a 

panic o v er-reaction . This in tang ib le  component could be explained by 

the  s treng th  o f inform ation discounted in  secu rity  p ric e s . The weaker 

the  inform ation applied In the valuation  of s e c u r i t ie s  the more 

s e n s itiv e  are these se c u r i tie s  to  changes in i t  and o ther rea l economic 

fo rce s . Therefore, in periods of strong upward movements in  security  

p ric e s , inform ation pushing p rices higher and higher become? weaker and
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more b r i t t l e .  Changes m  rea l fo rces  which cause p rices  to  tumble have 

a magnifying e f fe c t  on perceptions and the refo re  on secu rity  p rices .

In essence purchasing power r is k  and in te re s t  ra te  r is k  are 

sub-c£.cegories o f market r is k , w ith changes in  these forces having &n 

Impact on markets as a whole. Mark?t r isk  i s ,  however, a ttr ib u te d  an 

add itio n a l In tang ib le  dimension -  th i s  dimension being the m agnification 

o f  changes in  rea l forces  as a r e s u l t  o f market le v e ls  being based on 

" b r i t t l e "  inform ation.

3.2.2 Unflvatematic Bisk

Unsystematic r is k  can be s p l i t  in to  several ca teg o rie s. These 

ca teg o rie s  include d e fau lt r is k ,  m arketab ility  r is k  and issue  sp ec ific  

r is k s  (Joehnk, M.D. -  1983 -  pg.12). Unsystematic r is k  d i f f e r s  from 

system atic r is k  in  the manner in  which i t  i s  Impounded in  secu rity  

p r ic e s . Systematic r is k s  impact the v a r ia b il i ty  o f re tu rn s  and changes 

in  secu rity  p ric e s , w hile unsystematic r isk s  impact a s e c u r i ty 's  price 

and do not a l t e r  the variab iicy  o f  re tu rn s. This is  because the 

unsystematic r is k s  such as d efau lt r isk  and m arketab ility  r is k  are 

a t tr ib u ta b le  to  fac to rs  Inherent in  the p a r tic u la r  issue . As a r e m it ,  

these fac to rs  a re  discounted in  the valuation  process and cause bonds to  

trad e  a t  le v e ls  above the r is k le s s  r a te . This margin is  r r  erred to  as 

a premium or spread. The ex ten t of any premium is  fixed a t  a point in 

time and w ill only vary as a re s u l t  of fac to rs  th a t increase or decrease 

the p a r tic u la r  unsystematic r is k . For example, the spread as a re s u lt 

of d e fau lt r is k  w ill widen or narrow with the s ta te  os the economy, an 

econcnic upturn narrowing the spread and a dom turn widening i t .



(•> Mirttttaftllnr mail
M arketefcllity r is k  re la te s  to  the lack o f tra d e a b il l ty  o f a p a r t ic u la r  

s e c u r i ty . M arketability  was defined in  the previous chapter and re la te s  

to  the  a b i l i ty  to  buy and s e l l  a p a r t ic u la r  secu rity  o r c la s s  of 

s ecu rity  w ithout causing a s ig n if ic a n t change in  i t s  re tu rn s . Where the 

p a r t ic u la r  secu rity  trades  in  a th in  market and is  th e refo re  d i f f i c u l t  

to  buy and s e l l ,  a g rea te r level o f  m arketability  r is k  e x is ts  as 

ind iv idual tran sac tio n s  may have a s ig n if ic a n t impact on secu rity  p rices 

(h a rs t  -  1975 -  pg.42). The e f fe c t o f t l . is  would r e s u l t  in  th in ly  

traded bonds trad ing  on a higher y ie ld  than w ell traded bonds. (This Is 

dism issed in  more d e ta il  in  the sec tio n  of Chapter 4 dealing  with 

opera tional e ff ic ien c y ) .

(b) laau e ,S p ec ific  .Blafca

S pecific  fa c to rs  re la tin g  to  a p a r t ic u la r  issue  may a lso  impact the 

value o f  a se c u rity . By d e fin itio n  these r is k s  are  of an unsystematic 

n atu re and include reinvestm ent, c a l l  r is k  and p rice  r is k .

Reinvestment r is k  i s  the r isk  o f re tu rn s  on c a p ita l and in te re s t th a t is  

reinvested  a t  ra te s  below those cu rren tly  being earned. For example 

where an investment i s  made in  a bond y ie ld ing  91, I t  would be hoped 

th a t  the  investo r would be able to  re in v est the income a t s ra te  o f at 

le a s t  91. Reinvestment r isk  pe rta in s  to  the v a r ia b i l i ty  of re tu rn s  

r e su ltin g  in  a lower reinvestment r a te . This d if f e rs  from in te re s t  ra te  

r is k  as i t  re la te s  to  the reinvestment o f income generated on these 

fixed income s e c u r i t ie s , and ca p ita l only on m aturity . Therefore 

s e c u r i t ie s  are not a l l  a ffec ted  to  the same exent. Short-dated 

s e c u r i t ie s  and those nearing m aturity are more sen s itiv e  to  reinvestment
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r l s k ,  as both p rinc ipal and in te re s t  would have to  be reinvested  in  the 

near fu tu re . S e c u ritie s  w ith a high coupon, o r high y ie ld ing  bonds are 

a lso  more exposed to  reinvestm ent r is k ,  as they y ie ld  g rea te r 

proportions o f income th a t must be invested a t  lower re tu rn s. 

Reinvestment re tu rn s  a re  s u b stan tia l and may (depending on the coupon 

and m aturity) rep resen t as much ar, h a lf  the to ta l  re tu rn  on investment 

(Joehnk, M.D. -  1983 -  Pg.13). Level o f reinvestm ent r isk s  may 

the refo re  vary s ig n if ic a n t ly  between sp e c if ic  s e c u r i t ie s .

A c a l l  option  may be provided in  the issue  terms o f a p a r t ic u la r  bond 

issu e . This option would provide the company issu ing  the bonds with the 

opportunity  to  redeem these bonds. The nature of the redemption may 

vary, from circumstances where the is su er has the r ig h t to  re c a ll a l l  

th e  bonds a t  any p a r t ic u la r  time, to  those circumstances where the 

is su e r may re c a ll varying portions a t  c e rta in  poin ts  over a period of 

tim e. The investo r is  exposed to  r is k  as the is su er may re c a ll the 

bonds when market In te re s t  ra te s  f a l l  belcw the ra te  which is  earned on 

the  coupon. In these circumstances the issuer would find  i t  cheaper to  

o ffe r new debt a t  a more a t tr a c t iv e  ra te  o f interest. Thus the investo r 

holding an issue with a c a ll  optton would be exposed to  a g rea ter r isk  

than one holding a r  issue  w ithout, as a fall in  ra te s  and the consequent 

exerc ise o f a c a ll  would re s u lt  in  a lo ss  of In te re s t  with the Investor 

being forced to  re in v es t a t  lower r a te s . Consequently the y ie ld  on a 

redeemable bond would be higher to  compensate fo r th is  call r isk .

A further category of issue  sp ec ific  r isk  Is price  r is k . Price risk  

w ill vary in  i t s  level depending on the m aturity dates of the issue and 

or the anticipated trend In In te re s t ra te s . All Issues of fixed Income
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s e c u r i t ie s  are  exposed to  p rice  r is k  because p r ic e  r is k  i s  linked  to  

movements In  in te r e s t  r a te s , the p ric e  varying with f lu c tu a tio n s  in  

market r a te s .  The leve l o f v a r ia b il i ty  i s ,  however, affec ted  by 

m a tu rity . Bond p rices w ill f lu c tu a te  more due to  in te r e s t  ra te  

movements in  the  case o f long dated stocks (as discussed in  Chapter 2) 

as  r isk  o f lo ss  i s  g rea te s t in  the case o f  long dated s e c u r i t ie s  when 

in te r e s t  ra te s  are  r is in g  (Joehnk, M.D. -  1983 -  pg.13). Long dated 

s e c v r i t i t t h e r e f o r e  enjoy a premium due to  the re a te r  downside loss 

when In te re s t  ra te s  r i s e ,  in  sp ite  o f the g rea te r upside p o te n tia l in 

th e  case o f  fa l l in g  in te re s t  ra te s .

CO gtlauIt-iUatt
The most s ig n if ic a n t and important unsystematic r is k , i s  d e fau lt r isk . 

This r is k  component a f fe c ts  y ie ld s  su b s ta n tia lly  and a lso  impacts the 

p rice  behaviour of the issu e . D efault r is k  i s  the r isk  o f the issuer 

being unable to  make in te re s t payments and c a p ita l  repayments. This 

r is k  i s  e s s e n tia lly  th a t of a business f a i lu re  and as a re s u l t  is  

refe rred  to  as tne is su e rs  business r is k .

( i )  Business Risk

Business r is k  can be broken down In to  two components -  f in a n c ia l r is k  

and business operating r is k .  Business operating r is k  can be s p l i t  in to  

two basic components -  in te rn a l business r isk  which is  la rgely  

associa tes w ith the effic iency  of the firm  and ex ternal ousineis  r isk  

which re s u lts  from fac to rs  imposed ex ternally  th a t are outside the 

firms* con tro l (Fischer and Jordan -  1987 -  p*.12). The impact of both 

in ternal and external fac to rs  w ill re s u l t  in  changes in the b u sin ess 's  

p r o f i t a b i l i ty .  As a r e s u l t ,  the g rea te r the chance of changes in  the
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