
DUNCAN THERON JANUARY 2019

www.grayswan.co.za   l   021 852 9092 (CT)   l   011 431 0141 (JHB)

EN AVANT

DEBT MARKETS EXPLAINED

INVESTMENT CONSULTING  I  WEALTH MANAGEMENT  I  TREASURY SOLUTIONS

 CHIEF EXECUTIVE OFFICER

INTRODUCTION

Debt instruments and bond market investments and funds are simply not as well understood by investors as equity 
instruments and equity funds. In our “debt markets explained” report we explain the different classifications and their 
importance when looking at debt instruments and we use African Bank as a case study.
 
EXECUTIVE SUMMARY

Debt instruments include nominal bonds, index linked bonds (ILBs) and money market instruments. These instruments 
are grouped under debt as their characteristics are similar to loans where the investor lends money to a company who 
pays back the “loan” with regular payments.

These instruments can either be listed such as nominal bonds or index linked bonds trading on a bond exchange, or 
unlisted which is the case for all money market instruments and some nominal bonds or index linked bonds. Being 
listed typically makes it easier to transact in those instruments on a regular basis but has little effect on the underlying 
credit quality of the particular instrument as such is defined by the quality of the instrument and not the status whether 
it is listed or not.

Debt instruments are backed by cash flow streams, such as government taxes, income from toll roads or income from 
generating electricity. The issuers of debt instruments can decide whether they will “secure” the cash flow by linking 
an asset to the debt instrument that can be liquidated in order to repay debt should the cash flow stream not yield 
enough for the repayment of the debt.

“Risk is not knowing what you’re doing.” 
- Warren Buffet

EN AVANT

A French ballet term describing a dance step requiring dancers 
to move forward and onwards.
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Investors should be cautious to presume secured debt is of better quality to unsecured debt due to a better recovery 
rate on default though. Government debt instruments are unsecured debt but are among the highest credit quality 
debt instruments available. In addition, assets used to secure debt instruments could decline in value and not be able to 
generate enough proceeds to recover outstanding debt (such as during the sub-prime crisis in 2008). Investors should 
make sure they understand the quality and liquidity of the underlying assets used the “secure” debt instruments.

Finally, as illustrated so vividly through the African Bank curatorship, the seniority of debt is very important when the 
issuer goes into default and even the “low risk” subordinated money market instruments could not escape losses.

WHAT ARE DEBT INSTRUMENTS?

A company can source capital to finance its operations by making use of debt or equity instruments. Debt includes 
nominal bonds, index linked bonds (ILBs) and money market instruments. 

Bonds can be compared to loan transactions which is why bonds are referred to as debt instruments. The investor 
effectively lends to a company by buying its bonds and in turn the company “repays the loan” by making regular interest 
payments in the form of coupon payments and by finally repaying the principal (the original investment amount) at 
maturity.

Bonds can be issued for any maturity date from 12 months to as long as 30 years. Debt instruments shorter than 12 
months are classified as money market instruments. Although most coupon payments are paid semi-annually, it can be 
set for any frequency from monthly, quarterly, semi-annually to annually.

Most nominal bonds and ILBs are listed and therefore traded through a recognised exchange. Money market instruments 
are not listed and therefore are not traded through an exchange.

NOMINAL BONDS

Nominal bonds are issued with a fixed principal amount and a fixed coupon rate. As an example, a two year bond that 
is issued with a principal amount of R10 million, a coupon rate of 5% and semi-annual payments meaning that the 
investor will receive fixed coupon payments of R250 000 every 6 months (R10 million x 5% ÷ 2) for two years, and the 
principal amount returned at the end of the two year period.

Nominal bonds make up the largest portion of the South African bond market. Nominal bonds range from maturities 
of more than 12-months and there are nominal bonds with maturities of as long as 30 years.

“The essence of investment management is the management of risks, 
not the management of returns.” 

- Benjamin Graham



EN AVANT DEBT MARKETS EXPLAINED

www.grayswan.co.za   l   021 852 9092 (CT)   l   011 431 0141 (JHB)

INVESTMENT CONSULTING  I  WEALTH MANAGEMENT  I  TREASURY SOLUTIONS

INDEX LINKED BONDS

Inflation linked bonds are a form of an index linked debt instrument and for purposes of illustration have we used debt 
instruments linked to inflation as an example. The principal amount is adjusted according to changes in the underlying 
index and in this case the index is headline inflation. Although the coupon rate is fixed, the regular coupon payment will 
change as it is based on the inflation-adjusted outstanding principal amount. Therefore, if the inflation rate increases, 
the coupon payment will also increase. Unfortunately the converse is also true that if inflation decreases so will the 
coupon payment.

Inflation linked bonds were first introduced in South Africa in 2000. Government inflation linked bonds have increased 
from one in 2000 to more than 10 today with different maturity dates from 3 to 37 years. Similarly, corporates have 
followed the trend with increasingly more inflation linked bonds in issue.

MONEY MARKET INSTRUMENTS

Money market instruments are similar to bonds but are short term debt instruments with maturities less than 12 
months. These instruments are not traded through an exchange but rather Over-the-Counter (OTC).

“Knowledge is of no value unless you put it into practice.” 

- Anton Chekhov

GRAYSWAN,
THERE TO HELP 
YOU NAVIGATE 

THROUGH YOUR 
INVESTMENT 

PORTFOLIO.
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DEBT MARKETS

The first time that a debt instrument is issued, it is issued and listed in the “primary market”. Debt instruments are 
issued through a panel of primary dealers in a weekly auction. Only banks are allowed to be part of the primary market. 
The primary dealers in South Africa are companies such as ABSA, Citibank, Deutsche Bank, Investec, JP Morgan Chase, 
Nedbank, Rand Merchant Bank and Standard Bank. Government bonds dominate primary listings, accounting for more 
than 60% of all nominal bonds issued.

Subsequent to the debt instruments being issued and listed for the first time in the primary market, they can be bought 
and sold in the “secondary market”. The Bond Exchange of South Africa (BESA) is a wholly-owned subsidiary of the 
Johannesburg Stock Exchange (JSE) and is responsible for operating and regulating the secondary market in South 
Africa. Secondary market investors include banks, pension funds, insurance companies and investment management 
companies. 

South Africa has a highly liquid and sophisticated bond market. The South African bond market has previously been 
ranked as one of the ten largest bond market in the world by the World Federation of Exchanges. 

The South African money market is an Over-the-Counter (OTC) market which means the buyer and seller is in direct 
contact and the transaction does not go through an intermediary.

LISTED VS UNLISTED DEBT

Many investors believe that the main indicator of risk in debt instruments is whether a debt instrument is listed or 
unlisted. This is not necessarily the case. If a debt instrument is held to maturity, you will only need to transact once 
and do not need the flexibility of a listed or more liquid debt market. Therefore in this case, an investor should be quite 
indifferent whether it is listed or unlisted.

LISTED DEBT

Listed debt instrument are listed on an exchange and can be bought and sold in the secondary market. These debt 
instruments are generally more liquid than unlisted debt instruments. However, there are some listed debt instruments 
that are owned by a small group of investors and not traded actively and are therefore very illiquid.

One benefit of listed debt instruments is that pricing is conducted by an independent entity and all instruments are 
priced with the same methodology. 

We’re not just another financial advisor - we’re your strategic thinking partner. 
We go the extra mile. 
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UNLISTED DEBT

Unlisted debt instruments are not traded through an exchange, but through the Over-The-Counter (OTC) market. 
Market makers such as investment banks facilitate the buying and selling of unlisted debt instruments in the OTC 
market. 

In some cases investment managers would originate the debt themselves such as infrastructure and development 
bonds and hold such unlisted debt until maturity. Investors could think of unlisted debt in the fixed income asset class 
similar to what private equity is in the broader equity asset class. 

Given that unlisted debt instruments are not exchange traded are they perceived to be less liquid than listed debt 
instruments. This does not however mean that unlisted debt is of lower credit quality.

A possible drawback of unlisted debt instruments is that pricing may be conducted by the holder of such instruments. 
This creates a potential conflict of interest and opens it up for perceived manipulation. It is therefore very important 
that investors are fully aware of their investment manager’s valuation process.

In the event that a company faces a liquidating event or is placed under curatorship such as African Bank, trading in 
all instruments including debt instruments are usually suspended and all of its debt would become unlisted debt. It 
does not mean that the instruments cease to exist, but merely that regular trading in such instruments have been 
halted. Usually the company will still make the coupon payments and debt holders will still receive the value of their 
investment, however, the curator could decide to halt coupon payments completely as the case with senior unsecured 
debt issued by African Bank.

SECURED VS UNSECURED DEBT

Whether a debt instrument is secured or unsecured could be an important indicator of risk in debt instruments. This 
does not protect the investor from the issuer going into default, but protects the underlying cash flow stream used to 
make coupon payments on the debt instruments.

SECURED DEBT

Secured debt is tied to an asset that is considered to be collateral for the debt. Mortgage and car financing are both 
examples of secured debt. Your mortgage loan is secured by your home. Similarly, your car financing is secured by your 
vehicle. If you become delinquent on these loan payments, the lender can repossess and sell the asset to try to recover 
the outstanding debt.

Similarly in the bond market, secured debt is backed by physical assets that have been securitised such as mortgage 
back securities (MBS) and asset backed securities (ABS). These assets can be repossessed and sold in order to recover 
the outstanding debt.

“Most people don’t plan to fail,
they fail to plan.”

- John L. Beckley
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Only a small portion of the listed debt instruments (on the bond exchange) consists of secured debt. Many of the 
unlisted debt instruments are secured debt and backed by physical assets such as a solar power plant for example. This 
is primarily due to the fact that investment managers have better negotiation powers in respect of the unlisted market 
where they are able to dictate terms to a certain degree whereas the listed market is pretty much a take it or leave it 
situation.

However, in some cases secured debt might provide a false sense of security. During the sub-prime crisis in 2008, the 
underlying mortgages used as security for the mortgage backed securities, declined in value and therefore was not able 
to generate enough proceeds to recover outstanding debt. Investors should make sure they understand the underlying 
assets used the “secure” debt instruments.

UNSECURED DEBT

Unsecured debt is not backed by any physical asset or securitisation vehicle and lenders don’t have rights to any 
collateral for the debt. This is not to say that unsecured debt is not backed by a stream of cash flows. For example, 
government bonds are unsecured debt securities as it is not backed by any physical asset that can be repossessed and 
sold. However, government bonds are backed by tax revenues as the government can just raise taxes when it needs to 
make debt payments. Tax revenues cannot be repossessed and sold and therefore does not constitute an asset that 
can be used as collateral to secure debt. Other examples of cash flow streams are toll road revenues and power plant 
revenues.

Most of the instruments listed on the bond exchange are unsecured debt. Government debt is among the highest 
credit quality instruments and therefore being unsecured does not detract from the quality of the debt instrument.

SENIORITY OF DEBT

The third indicator of risk in debt instruments is the seniority of debt in the capital structure hierarchy. This provides 
differing levels of protection to the investor should the issuer go into default.

The capital structure that companies use when sourcing capital to fund its operations is broken up into 3 main levels. 
The top two are debt instruments namely Senior Debt at Level 1 and Subordinate Debt at Level 2, which can be either 
secured or unsecured. The bottom level is equity namely Preference Shares and Ordinary Shares. An instrument that 
ranks above another in this table is senior to the other instrument.

Investors holding debt or equity instruments are creditors in the eyes of a company sourcing capital through these 
instruments. These seniority levels are important in the instance when a company faces bankruptcy or any other 
liquidation event. Debt holders will always trump equity holders and senior debt holders always trumps subordinated 
debt holders.

At GraySwan, we have a passionate commitment to share 
investment ideas to help others succeed. 
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Whether the debt is secured or unsecured is not as important as its seniority level as senior unsecured debt has priority 
over subordinated secured debt.

Both nominal bonds and index linked bonds are ranked according to this hierarchy. Generally, the lower a bond ranks 
on the seniority hierarchy, the higher the risk and thus the higher the expected return from that bond.

CASE STUDY - AFRICAN BANK

In the collapse of African Bank, investors very quickly realised that the most important factor when an issuer goes into 
default is the seniority of their instrument. Equity holders realised that they are last in line for any repayments and 
most investors wrote down their African Bank shares to zero value expecting to lose their entire investment. This was 
expected from previous scenarios where listed companies where delisted from the JSE and the equity holders lost their 
entire investment. 

Holders of subordinated debt were informed that they stand to lose their entire investment regardless if it was secured 
or unsecured and holders of senior debt were informed that their investment will lose 10% of its value. The shocking 
realisation was that many of the money market instruments were subordinated debt and investors in “low risk” money 
market funds and income funds lost large portions of their savings.

SUMMARY

Debt instruments can be classified as listed or unlisted debt, secured or unsecured debt, and senior or subordinated 
debt. 

Whether debt is listed or unlisted assists with the ease of transacting especially regular transacting. To secure debt 
protects the underlying cash flow stream to a certain extent. 

As was highlighted with the African Bank experience, the seniority of debt was the important factor to consider when 
the issuer went into default. In the end, even money market instruments were not as “low risk” as expected when the 
seniority of these instruments were ignored.

SENIORITY

  Senior Debt - Secured

  Senior Debt - Unsecured

  Subordinate Debt - Secured

  Subordinate Debt - Unsecured

MORE INFORMATION

If you have any question regarding our Research, Investment Consulting, 
Wealth Management, Reporting or Treasury Solutions services please contact us today.
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UN PRI is an international investor 
initiative sponsored by the UN and 
based on six principles for responsible 
investments. The aim is to help investors 
actively to incorporate environmental, 
social and governance issues into their 
investments.

The core of our investment team has been working together for more than 10 years. Our collective investment 
experience exceeds 90 years of advising to and managing most of the largest institutional client’s assets in South Africa.
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