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 Explain Capital Markets and Capital Market Instruments 
 

Introduction to Unit Standard 
 
The capital market is the market for long term debt instruments or what is also 
termed new equity. For example, if the government wants to borrow money for 20 
years it will invite investors to invest in bonds. A company quoted on the JSE might 
decide to try to raise money via issuing bonds or it could invite investors in a new 
issue of shares.  

Purpose of the Unit Standard 
 
This Unit Standard is intended for learners in a financial services environment who 
require a basic introduction to investments. It will add value to Trainee Financial 
Planners, Intermediaries, Product Developers, Coordinators of Medical Schemes, 
Financial Call Centre Agents and Trustees and Principal Officers of medical 
schemes and retirement funds. It complies with the current legislated practices in 
giving financial advice. 
 
 
At the end of this Unit Standard, the qualifying learner should be capable of… 
 

 Explaining why the Capital Market exists.  
 Analysing the Capital Market environment.  
 Describing the role players in the Capital Market.  
 Explaining the basic Capital Market instruments.  
 Comparing bonds with other asset classes.   
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Module 1 

Existence of the Capital Market 
 
 
This Module deals with:  
 
 The concept of the Capital Market with reference to the financing and investment 

needs of borrowers and lenders 
 The long term nature of the Capital Market with reference to: 

 Risk,  
 Time horizons, 
 Inflation,  
 Nature of return and  
 Volatility 
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1.1 The concept of the Capital Market with reference to the financing and 
investment needs of borrowers and lenders 

 
In any country, the economic challenges for role players such as government, private 
business and households are centralised around employment, inflation, productivity, 
income distribution and generation amongst others. For example, a new firm with a 
brilliant idea will need the resources to kick off such as natural resources, human 
capital or skills, information and financing to pay for all other resources. You may ask 
yourself how this new venture would be able to raise all the funds required to pay for 
these. Well, the capital markets exist primarily for the raising, transfer and sell of long 
term debt instruments (money) and equity.     
 
A large number of agencies attend to the supply of the capital requirements for an 
economic system, some of which are highly concentrated around the Johannesburg 
Stock Exchange (JSE) Ltd and some of which are decentralized. Thus there is an 
outer market and an inner capital market. 
 
The outer capital market consists of a large number of undefined but important 
agencies, such as commercial banks, savings associations and the system of trade 
credit in general where: 

 The humblest trading firm finances its customers by giving them credit; 
 Merchants and dealers specialise in supplying trade credit; 
 Financial firms specialise in financing hire purchase transactions; 
 Money is raised on mortgages. 

 
The “capital market” is a specialised and centralised machinery and its function is to 
transfer capital from those who wish to invest, to those who wish to employ it.   
The capital market comprises of four groups of institutions: 
 

1. Money market – These would be the specialised institutions dealing in 
short term capital.  The funds, which flow to this market, come to it from 
other institutions, but mainly from the commercial banks and the larger 
private banks.  The borrowers in this market are the dealers in bills (bank 
acceptances) and dealers in certain short-term government stock, that is, 
stock that has a maximum period of 3 years to run before repayment. 

 
2. A market in which funds available and required for medium periods of 

time are lent and borrowed. This market is also the field of activity of the 
commercial banks. It absorbs the current spare funds of the community, 
which constitute its depositors, and re-lends the bulk of these to the 
business community in commercial loans and overdrafts.    

 
3. The market in new securities or new capital consisting of all those 

engaged in finance houses; 
 

4. The JSE – a highly specialised organisation dealing in issued securities: 
that is, the transfer of rights to already invested capital.    

 
The last two groups function together.  This is done firstly by the creation of 
investments and secondly by the transfer of long period investments.  Thus a twin 
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organisation of promoters and issuing houses on the one hand and of an organised 
securities market on the other is necessary.  The capital market is an integral part of 
the JSE Ltd. 
 

 BESA 
BESA, (The Bond Exchange of South Africa) regulates the market in fixed income 
securities and associated derivative instruments.  The aim of the exchange is to 
develop the bond markets by promoting liquidity and facilitating the trade thereof. 
The bond exchange of South Africa currently lists some 375 bonds issued by central 
and local government, public sector, corporations and large companies. It is also 
responsible for regulating their trading, clearing and settlement. The bonds are 
traded through traders, which are members of the Bond Traders Association, which 
reviews and approves traders and issues them with authorised certificates. 
 
 
 

1.2 The long term nature of the Capital Market with reference to risk, time 
horizons, inflation, nature of return and volatility 

1.2.1 Characteristics of the Capital Markets 
 
In general, the Capital markets are charaterised by the following: 
 

 Time  

The duration of the securities traded is usually on a long term basis. For example, a 
company will borrow funds for expansion purposes which are repayable after 20 
years.  
 

 Risk 

The major risk factors on the capital markets are credit risks with particular emphasis 
on default risk and price change for equities. Capital raised through debt instruments 
will obviously be subject to default risks whereas equity has greater risks as a result 
of price volatility. The prices of equity capital fluctuate due to the changing nature of 
the market and specific performance of the respective company. Whilst there are 
different types of equity investments, it is important to note that the ordinary equity 
has a rate of return subject to how the company performs, therefore is once again 
subject to a greater risk than debt capital.   
 
The debt capital investor will receive a rate of return predetermined on the principal 
amount, which can be a fixed rate or floating subject to changing interest rates.  
 

 Inflation  

The value of money changes with time, today’s R10 will not purchase the same 
goods after 12 months due to the changing prices of goods. The upward movement 
of prices over time is called ‘’inflation’’. Investors adjust their rates of return by 
factoring the inflation risk as demonstrated in the following diagram: 
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1.2.2 Equity Investments 
One of the few investment avenues where there is a real opportunity to beat inflation 
in the long term is equity. There is, however, no guarantee that there will be no loss 
of capital, and they need to be approached cautiously.  
 
Potential investors should keep the following in mind when looking to invest: 
1. Don’t put all your eggs in one basket. Spread the risk by dividing your 

investment between different investment opportunities. Ideally an investor 
should have about R100 000 to diversely invest for the optimum return on 
investment.  

2. Do not borrow money to invest. Although the shares can be sold to be liquid 
again, you never want to be in a situation where you have to sell. For the best 
return on investment opportunity you need to be able to ride the highs and the 
lows while waiting for the best opportunity to offload your shares. 

3. Set the target you want to achieve and then get out. Don’t keep your 
stock/shares on the market after you have achieved your goal. A good climb 
can only last so long, until it has to come down again and you don’t want to 
miss the station because you became greedy. 

4. Buy shares for their long term value or for their potential based on proper 
evaluation and underlying value of the company. Never base your investment 
decisions on rumours. 

 

1.2.2 The JSE 
The JSE (Johannesburg Securities Exchange, now referred to as JSE Limited) was 
founded by Benjamin Woollan in November 1887, to provide a market place for the 
shares generated out of the mining industry in South Africa.  It is the only exchange 
in SA. The JSE is directed by up to 12 broking members, elected annually by the 
members of the exchange as per secret ballot.  

Inflation 
Rate e.g  

6%

Market 
Rate of 
Return 

e.g = 2%

Counter 
Party 

Default 
risk e.g 

3%

Interest 
Rate 

= 11% 

How an interest rate is determined in 
the Capital Market for Debt 
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Today there are 3 times as many industrial companies as mining companies listed 
on the JSE. Although this is the case, SA is still the world’s leading producer of gold 
(about 40% of the world’s gold) and that makes the JSE the world’s leading gold 
mining market. 
 
The exchange offers several subsidiary boards as well: 

 Development Capital Market 
 Venture Capital Market 
 Alternative Exchange 

 
If a main listing is not granted, the company can still apply for listing with the above 
bodies. 
 
The motto of the JSE “my word is my bond” is derived from the fact that the brokers 
conduct transactions via oral auction. There are no signed agreements; each party 
merely makes a note in a small book. Trading can be watched by the general public 
from an observation gallery onto the exchange floor, where the trading takes place. 
 
With the ever-changing development of electronic mediums, the JSE will also be 
moving into a paperless environment soon. All trading will eventually be done over 
the Internet, but only registered brokers will be permitted to do so. 
 
In the USA and Europe the “virtual” stock exchanges have taken off and this will no 
doubt impact in South Africa soon. No brokers would be necessary. Normal people 
make it their day’s work to surf the net for investment opportunities and get to work 
on that. 
 
STRATE (Share Transaction Totally Electronic) as a system of the JSE will end the 
use of share certificates. 
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Module 2 

The Capital Market Environment 
 
This Module deals with:  
 The economy, as the environment in which Capital Markets operate 
 Economic conditions in terms of the interdependence between inflation, interest 

rates, economic growth versus recession and exchange rates 
 The way in which economic conditions translate into monetary and fiscal policy 

and an indication of the effect on Capital Markets 
 

2.1 The economy, as the environment in which Capital Markets operate 
The economy can best be described as the flow of goods and services between 
producers and consumers.  Producers sell goods and services to consumers. In turn 
consumers need to pay for these goods and services, which they do so by selling 
their labour and skills to producers. In other words both players need each other in 
the economic system: producers need consumers to buy their goods and consumers 
need the producer’s employment to earn the income that pays for the goods as 
depicted below:  
 

A basic Economic Model  

 
 
 
The country usually experiences a surplus on the balance of payments, in the early 
stages of a growth cycle.  Demand for imports is low and, with domestic demand 
reasonably weak, companies are encouraged to export. As consumers are attracted 
to spend and the foreign money flows in, so interest rates drop and domestic 
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demand increases.  This results in an increased demand for imports. This expansion 
causes a shortage of skills and wages tend to rise. This, combined with the increase 
of demand over supply, tends to push prices up. Local goods then tend to become 
less attractive to foreigners, and exports drop.  The balance of payments moves into 
a deficit, the currency value drops and imports become more expensive.  Interest 
rates rise and domestic consumption falls, resulting in shrinking markets. 
 
Also, the foreign investments tend to increase, as interest rates rise. The inflow of 
foreign capital tends to push interest rates down.  Eventually the weak currency 
makes exports again attractive and the economy starts to pick up again. A recession 
is technically defined as two successive quarters of negative growth as measured by 
the size of the economy. Of course, economies do not exist in a full market-related 
environment and the intervention of the State in the natural business cycle is often 
another major contributing factor. 
 
It has been shown over the years that economies generally go through economic 
cycles of between 5 to 10 years. These cycles are largely influences by the cycles of 
the country’s major trading partners, but increased globalisation has resulted in this 
pattern becoming increasingly complex. 
 

2.2 Economic conditions in terms of the interdependence between inflation, 
interest rates, economic growth versus recession and exchange rates 

The various factors of the economy exist in an interrelated state, each impacting on 
the other.  The control over interest rates in general as exercised by the Government 
through the Reserve Bank, is the key to the country’s monetary policy.  Higher 
interest rates are often used to dampen demand and hence to “cool” an economy 
that is starting to see an inflationary trend.  However, the downside of this is usually 
lowered economic growth and resulting unemployment. Fiscal policy, which refers to 
the policy on government spending and taxation (largely exercised through taxation 
and exchange control), does not have a marked effect on fixed interest investments. 
 
2.2.2 Economic indicators 
In investment decisions, economic factors are very important.   
 
Example: 
The trends in interest rates and industrial production are items of concern for the 
investor.  Interest rates can be directly influenced by government policy but other 
questions arise, such as trends in consumer sales and capital investment, as the 
different aspects are all intertwined. 
 
From an investment viewpoint the purpose of studying economic data is, however, 
usually to forecast the future.  Consequently the greatest care is essential, bearing in 
mind that forecasts are necessarily based on assumptions, and this raises questions 
as to the validity of the assumptions made. 
 

 Money Supply 
The money supply is regarded as being relevant.  One view is that many economic 
problems, including inflation, can be traced to excess in money supply, although 
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others doubt this.  Most, however, probably feel that the supply of money affects the 
fixed interest market more directly than the general equity market. 
 

 Balance of Payments 
South Africa trades internationally, therefore the balance of payments figures are of 
great importance.  Trade depends on imports and exports and, while internal policies 
can influence both, external influences, such as a recession in other parts of the 
world, and particularly the state of the economy of the USA, have significant effect. 
 

 Commodity prices 
The balance of payments and the economic welfare of South Africa are greatly 
impacted by the gold price. The world prices of platinum, diamonds and other 
minerals that are exported, such as coal, also have a significant effect, while the 
importance of the oil price is not to be forgotten.  Commodity prices and their effect 
on the general economy can have an impact on interest rate decisions. 
 

 Reserves 
The figures relating to the level of South Africa’s reserves, which are published by 
the SA Reserve Bank, must be monitored closely as they are of importance to 
investors and can also result in interest rate changes. 
 

 The Consumer Price Index 
The Consumer Price Index shows the movement of retail prices and is the measure 
used for inflation.  There is typically quite a strong correlation between the rate of 
inflation and interest rates, since interest rates are often raised in order to dampen 
inflationary pressures in the market. 
 

 Other Indicators 
Figures are also published by the SA Reserve Bank when there is a new issue of 
stock to investors for cash.  In times of heavy new issue activity, large sums of 
money can be taken out of investor’s pockets, and this usually has an effect of 
raising interest rates. 
 

 Currencies 
The stability of the rand against major international currency also has a direct effect 
on our market.  A foreign investor would require a currency to be stable to obtain 
maximum benefit from the return received in Rands. 
 

 Political Stability 
Political stability plays an important role in setting the climate for business 
confidence in a country and also supporting positive sentiment towards the region 
within which the country is situated. 
 

 Climate 
Even the country’s climate can have an effect on the economy.  
 
The South African Bond Market is well established with about 75% of the bonds 
traded are government bonds with a term of to 20 years.  Offshore players are also 
important and at our interest rates very attractive for foreign investors if the currency 
remains stable against the main currencies of the world. 
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2.3 The way in which economic conditions translate into monetary and 
fiscal policy and an indication of the effect on Capital Markets 

All investments carry some element of risk. Even “guaranteed investments” come 
with risks. An example of such an investment would be a fixed deposit with a bank. 
What if the bank goes bankrupt? Also because the interest in these investments is 
very low, the value of the investment can be eroded by inflation over time.  
 
If money is tied up in fixed interest investments at a low rate of return and interest 
rates rise, the underlying capital value of the investment will come under pressure 
and there is a lost opportunity to the investor. 
 

2.3.1 Risk and return 
You generally face a lower risk on short-term interest investments than on longer 
ones because of higher liquidity. The more you become dependent on a fixed 
income (as you become older), the greater the percentage of your assets you should 
be investing in low-risk products. Bank investments are almost risk free, but always 
take inflation into account. Pay attention to the credit rating applied to banks in terms 
of which bank you need to select for the best return on your investment. 
 

2.3.2 Nominal and Effective interest rates 
This is the interest rate that you are quoted by a bank or other lending institutions. 
This interest rate does not take inflation into account. The loan can, however, be 
compounded at different intervals, i.e. monthly or annually. When taking the 
compounding effect into account, you will get the effective interest rate. Always ask 
for the effective interest rate. 
 

2.3.3 Tax considerations 
All interest earned, whether it is local or off shore, is taxable. Investors need to take 
this into consideration. The Income Tax Act does provide for relief though. There is 
currently an exemption of the first R18 000 per annum of interest (for investors under 
the age of 65) and R26 000 per annum for investors over 65. Any interest earned 
from foreign investments is also exempt for the first R3000 pa. 
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Module 3 

The role players in the Capital Market 
 
This Module deals with:  
 The lenders in the Capital Market and an indication of why they operate in 

Capital Markets 
 The borrowers in the Capital Market and an indication of why they operate in 

Capital Markets 
 Facilitators in the Capital Market and an indication of the role of each 
 

3.1 The lenders in the Capital Market and an indication of why they operate in 
Capital Markets 

 The Government 
The Government needs to support their budget and generate capital for short term 
spending. The central Government issues Treasury Bills at a minimum purchase 
price of R100 000, of which the duration thereof is usually 91 days and will pay the 
investor the capital plus interest incurred. 
 

 Banks 
They offer mortgage bonds and credit to support cash flow. They also finance large 
companies and business ventures. Banks are always willing to borrow money and 
for this reason they are always looking for short term investments to raise capital. 
 

 Insurance companies 
These are an important channel through which personal savings by way of insurance 
premiums can be used as a source of funds for the public sector. Insurance funds 
can be directly invested through the purchase of equity or debts instruments funding 
business ventures or borrower’s needs. 
 

3.2 The borrowers in the Capital Market and an indication of why they operate 
in Capital Markets 

 Corporates 
They have a need to invest for short periods of time and have the money available in 
an interest bearing but accessible account.  
 

 Municipalities and Public corporation 
They raise funds to finance long term expansion projects by issuing stock called 
semi-gilts.  
 

 Individuals 
They require short-term cash investments, which will yield the highest returns 
 

3.3 Facilitators in the Capital Market and an indication of the role of each 

 Collective investment schemes 
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These schemes are required to hold some liquid money market investments but will 
also often hold far higher levels when uncertain about the market or when building 
up funds for a specific purchase. 
 

 The SA Reserve Bank 
Although the Reserve Bank is not a commercial bank, it plays a vital role in the 
financial services sector of the country’s economy.  As a central bank it carries out 
functions that are not performed by other banks, and its primary objective is “to 
protect the value of the currency in the interest of balanced and sustainable 
economic growth in the Republic”. The functions of the Reserve Bank include: 

 Managing public debt  
 The issuing of bank notes and coins 
 Acting as a banker to the Government 
 Acting as a bank and a supervisor of other banks 
 Looking after the country’s gold and other foreign reserves 

 
 Investment managers 

This form of investment is particularly attractive to fund managers seeing some 
security, and insurers, retirement funds, collective investment schemes and various 
other investment managers will be buyers of fixed interest investments.   
 

 Brokers 
Brokers may play a role in negotiating the trade in these investment instruments, but 
the banks facilitate much of this. 
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Module 4 

The basic Capital Market instruments 
 
This Module deals with:  
 The concept of interest bearing instruments with reference to discount and yield 

instruments 
 The concept of a bond as the basic interest bearing instrument with reference to 

the coupon rate attached to a bond, yield as a function of coupon rate and 
change in capital value as a function of interest rate movement 

 Different types of Capital Market instruments in terms of cash flows, coupon 
payments and capital value 

 

4.1 The concept of interest bearing instruments with reference to discount and 
yield instruments 

Fixed interest investments generally refer to investments yielding a set interest return 
over a lengthy period.  Government and Municipal Stock would be typical examples 
of such investments where a predetermined rate of interest is payable at regular 
intervals and the capital is repaid at the end of a predetermined period, which can be 
as long as 20 years.  (About 75% of the market in South Africa consists of 20-year 
investments.) 
 
Trading will take place at a specified issue price, whereafter the holder of the bond 
will receive a fixed amount of interest each year and the instrument will also have a 
maturity date at which the capital will be redeemed. Interest is usually payable every 
six months, although some pay out annually or quarterly. 
 
It is an established principle that as the general level of interest rates rises; the 
capital value of fixed interest securities must fall.   
 
Example: 
If one purchases stock carrying an interest rate of 5% for R100 000 (that is, R5 000 
per annum) and over a period of time, the general level of interest rates on similar 
securities rises to 10% then, in theory, the value of the stock will drop to R50 000. 
As the purchaser of stock now valued at R50 000 will receive 10% interest on the 
nominal amount (R5 000), no investor would be prepared to outlay R100 000 for a 
fixed income that can be achieved by an outlay of R50 000. 
 
Taking the view that insurance companies are long-term investors, it is often a fair 
assumption that the majority of these securities will be held to redemption date. 
Some investment managers at insurance companies have even indicated that they 
feel that it is unfair to value these investment instruments at market value, and prefer 
to use the “redemption yield” basis. 
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Example: 
If stock was bought initially to yield 8%, then insurers could take the view that, 
provided they intended to hold it to redemption, its capital value need not alter - 
although the market value might have fallen considerably. However, pressures on 
investment performance has resulted in many insurers changing their approach and 
fixed interest stocks are often freely traded during the investment term, even if purely 
for capital appreciation. 
 
When interest rates are softening, the capital market manager should be heavily 
invested in long term fixed interest stocks for maximum capital appreciation and, 
conversely, ahead of rising interest rates, the portfolio should concentrate its fixed 
interest investments in cash and other short-dated stocks.  It can thus be seen that 
the modern trend with a fixed interest portfolio is that it must be as actively managed 
as any other. 
 

4.2 The concept of a bond as the basic interest bearing instrument with 
reference to the coupon rate attached to a bond, yield as a function of 
coupon rate and change in capital value as a function of interest rate 
movement 

A bond is simply an “IOU” in which an investor agrees to loan money to a company 
or government in exchange for a predetermined interest rate. Most bonds are meant 
for long-term infrastructure developments and are issued in large amounts over 
periods of 10 to 20 years.  If a business wants to expand, one of its options is to 
borrow money from individual investors.  The company issues bonds at various 
interest rates and sells them to the public.  Investors purchase them with the 
understanding that the company will pay back their original principal plus any interest 
that is due by a set date, called the “maturity”. 
 
A bondholder is mailed a cheque from the company at set intervals or receives an 
electronic funds submission until the “loan” is paid off.  The interest a bondholder 
earns depends on the strength of the corporation.   
 
Example: 
A blue chip is more stable and has a lower risk of defaulting on its debt.  When 
companies such as Caltex, General Motors, etc., issue bonds, they may only pay 7% 
interest, while a much less stable start-up company would pay, perhaps 10%.  A 
general rule of thumb when investing in bonds is “the higher the interest rate, the 
riskier the bond.”  
 
Issuers of bonds include the Government, municipalities, some public utilities such 
as the Water Board, and public corporations such as Eskom, universities and listed 
companies.  
 
The term “Commercial Paper” is used to refer to bonds issued by companies. 
 
Investors include private individuals, companies, banks, insurers, retirement funds 
and portfolio managers.  These investors enjoy the relative security of this type of 
investment along with the promise of a guaranteed income stream, although some 
investors are looking for a capital gain, which could be achieved by trading the bond 
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prior to the maturity date. There are many types of bonds, each having different 
features and characteristics.  A few of the most notable are zero coupon, inflation 
linked and convertible bonds. 
 

 Inflation linked bonds 
Under these bonds both the interest rate paid and the maturity sum are adjusted for 
inflation.  As a specific incentive for smaller investors, these issues may be made 
available in smaller packages than the usual bond. 
 

 Zero coupon bonds/Discount Bonds 
 A discount bond is simply a bond that is sold at a price less than it’s par or face 
value. For example, a Bond might have a par value of R1000 and is sold for R600, 
thus at 40% less than the value written on the contract. This is described as being 
sold at a 40% discount.  
 
Zero coupons are a form of discount bonds which do not earn periodic interest. The 
investor is compensated by being paid the par value at Maturity greater than the 
price they would have paid to acquire them, with the only return being earned 
through the built in discount structure.  They are usually issued on demand only and 
are not often traded. 
 
Example: 
A Bond is issued at a par value of R1000 with 8% coupons paid annually, with 15 
years to Maturity. To convert this bond into a Zero Coupon Bond, Investment 
Bankers will discount the Bond and find its present value today until the date of 
maturity (subtract all expected interest payments plus earned interest from its par 
value). 
 
Suppose that we are in the 8th year of duration, therefore the bond has 7 years to 
Maturity. The buyer of the zero coupons will have to be compensated as they will not 
be earning an interest on the coupon (supposedly the current interest rates are equal 
to the coupon payments of 8%). Therefore applying a discount factor for R1000 at 
8% per annum over 7 years the Price at a Discount = R583.49 (a discount of 42%) 
 
 
Zero coupon bonds have duration equal to the bond's time to maturity, which makes 
them sensitive to any changes in the interest rates. Investment banks or dealers may 
separate coupons from the principal of coupon bonds, which is known as the 
residue, so that different investors may receive the principal and each of the coupon 
payments. This creates a supply of new zero coupon bonds. 
 
The coupons and residue are sold separately to investors. Each of these 
investments then pays a single lump sum. This method of creating zero coupon 
bonds is known as stripping and the contracts are known as strip bonds. "STRIPS" 
stands for Separate Trading of Registered Interest and Principal Securities.  
 
The impact of interest rate fluctuations on strip bonds, known as the bond 
duration, is higher than for a coupon bond. A zero coupon bond always has a 
duration equal to its maturity; a coupon bond always has a lower duration. Strip 
bonds are normally available from investment dealers maturing at terms up to 30 
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years. In general, the price of a Discount bond increases overtime if the required 
yield on the bond does not change. This is because as time lapses, the bond is 
nearer to its maturity date which is when the par value will be paid out. The forfeited 
interest lowers as time lapses as well, obviously subject to constant interest rates. If 
the rates change, then the required yield changes to match the current interest rates.  
 
 

 Government Stock 
The government may raise a loan by borrowing from various organizations or funds 
In order to finance infrastructure, government expenditure (capital and running 
expenses), development work, hospitals, schools, roads, etc.  The terms of the loan 
are stated at the outset in that a fixed rate of interest is payable, the term of the loan 
is stated and at the end of the term the capital amount is repaid to the lender. 
 
These instruments may be traded and it will be evident that if the general pattern of 
interest rates rises, the value of the stock will fall and vice versa.  The closer to the 
date of maturity or repayment, the less will be the influence of the current level of 
interest rates. A great attraction of South African government stock is the security 
attaching to them, for the government has vast powers over income within the 
country.  Government stocks are also extremely marketable. Government securities 
amount to a considerable sum and include stocks covering a wide range of 
redemption dates and coupon rates.  Thus, selection can be made from them to 
match the expected liability requirements of an insurer or retirement fund. 
 

 Treasury investments 
Indefinite period Treasury Bonds are sold by Post Offices, on behalf of the Treasury.  
These are relatively short term as an investor may redeem his capital after as short 
as 12 months.  Interest rates are subject to change and the tax concession, which 
used to apply, has been phased out.  Investments in Treasury Bonds are now fully 
taxed along with other fixed interest investments. This does not, however, change 
the fact that, as a secure form of investment with a guaranteed capital return, 
Treasury Bonds will remain a favourite of those investors who are reluctant to take a 
risk with their investment capital. 
 

 Stocks of local authorities 
Municipal stocks are smaller than government stocks, but nevertheless still possess 
a fair degree of marketability.  The guarantee behind the stocks rests with the local 
authority borrowing the money and as the local authority can raise its revenue from 
ratepayers; such loans are generally suitable for consideration by insurance and 
retirement fund investment managers. However, to reflect their relative standing, 
lesser marketability and lesser flexibility, gross redemption yields are usually higher 
than those obtainable on similar dated gilt-edged securities. Local authorities also 
borrow money on a day-to-day basis with short repayment options and in uncertain 
economic conditions the rate of interest offered could be very favourable and very 
suitable for insurance or retirement fund moneys, which are awaiting the availability 
of more suitable long-term investments. 
 

 Loans to Public Utilities 
Here again the amount, rate of interest and payment frequency thereof as well as the 
maturity date is known at the outset.  In some cases the repayment of the capital 
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may be at a premium (for example, an amount of R105 may be repaid for each loan 
of R100) or at a discount.  Such factors would then affect the calculation of the return 
obtained in that in addition to the interest payable, an additional/reduced amount 
would be payable at the end of the period of the loan. 
 

 Participation Mortgage Bonds 
A participation bond is a first mortgage bond registered against immovable property 
and is funded by individual investors, each with a minimum stake of R1 000.  Bonds 
are usually not granted for loans of less than R20 000.  A management company will 
arrange for the collection of the funds from individual investors.  The money is then 
“lent” to a nominee company that will purchase property and lodge a first bond. 
 
Law from incurring any liabilities prevents the nominee company and although the 
bond is registered in the name of the nominee company, the investors have the 
same rights as registered mortgages.  Should either the nominee company or the 
management company be declared insolvent the participation bond will not form part 
of their estates. Control over part bonds is extremely strict, and investors are granted 
numerous safeguards on their investments by the legislature. Some of these 
regulations include the requirement that: 

 The part bond must be first bond registered against property; 
 The minimum that an individual can invest is R1 000.  The property must be 

valuated and, where the bond is a reducing bond the loan may not exceed 
75% of the valuation.  Where the bond is fixed the loan must be limited to 
66% of the valuation.  In practice, bonds equivalent between 60 and 65% of 
valuation seem to be the norm. 

 The mortgage bond is a debt that is owed to the participants in the scheme 
and not to the nominee company.  Should the borrower be declared insolvent, 
all the investors will rank equally as concurrent creditors. 

 The minimum investment period is 5 years. 
 
The attraction of this type of investment is the fact that the capital invested is 
secured and yet the rate of return achieved is relatively high.  Security is provided by 
the fact that the funds are lent to reputable borrowers as well as the fact that the 
loans are limited to no more than two-thirds of the valuation of the property. 
 
Borrowers of this form of finance usually come from the commercial and industrial 
sectors of the community.  Interest rates are not fixed, as the rules of supply and 
demand will dictate the rate paid by a borrower.  Most schemes do, however have 
minimum rates below which the bond’s interest rate cannot fall below. 
 
 
 
The advantages to a borrower of utilizing the funding made available through a part 
bond are: 

 S/he remains the owner of the property.  Future capital growth of the property 
thus belongs to the borrower. 

 The financing is of a long-term nature and so the dangers of a sudden calling 
in the loan (as is possible with an overdraft of leaseback) do not exist. 

 



243142 Learner Guide   20 

 

INSETA copyright 2014 
 

 

One of the major disadvantages allied to an investment in part bonds is the fact that 
there is no capital appreciation for the investor.  It is thus best to consider this form of 
investment at a time that there is a contraction in the economy. 
 
A contracting economy results in high interest rates linked to a low rate of inflation. 
Should inflation rise and interest rates fall, (as happens when government policy 
attempts a kick-start recovery of the economy) the resultant erosion of the capital 
base, coupled with a low rate of return would make this form of investment an 
unattractive proposition. 
 

 Dealing with Fixed Interest Investments 
Fixed interest securities carry payments of interest due on certain dates, usually half-
yearly, with the principal repayable on defined dates, sometimes over a period of 
years, at the discretion of the borrower.   
Where fixed interest securities have a definite redemption date it is possible to 
calculate redemption yield that takes into account any profit or loss on redemption. 
 

 Redemption date 
In considering redemption yields, one problem can be the appropriate redemption 
yield to use.  Most government securities give two dates – for example, 2015/20.  
The first date gives the earliest date when the security can be redeemed by the 
government.  The second is the date by which it must be redeemed. 
 
The option to redeem at any time between these two dates rests with the 
government.  It is usual to assume that stocks standing below the redemption price 
will be redeemed at the latest possible date, while stocks standing above the 
redemption price will be redeemed at the earliest possible date. The reason for this 
is that, on the redemption of a government stock, it is usual for the government to 
offer another stock at the ruling market rate of interest. Thus, if the stock stands 
below redemption price because the coupon rate on it is lower than the market rate 
of interest, then the government will defer redeeming until the latest possible date, 
because on redemption it will need to issue another stock of a higher coupon rate. 
 

 Discounts 
Some stock is issued at a “discount”.   
 

 Switching 
Although traditionally bonds were held to maturity, increasingly a secondary market 
in this type of investment has developed and they are now quite tradable. If stock is 
bought with the intention of holding it until it is eventually redeemed, the market price 
of the stock after purchase until redemption is of limited importance. 
 
However, if the stock is purchased with the intention of selling it before redemption, 
market price movements of the stock acquire some significance.  Falling interest 
rates force up market value and vice versa. With short-dated stock, that is, stocks 
which are close to the redemption date, the market price for a given change in 
interest rates varies less than with long dated stocks.  It is thus said that longer dated 
stocks have greater volatility, reflecting a higher risk. 
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Volatility of stocks, coupled with marketability, permits profitable switching 
operations, the principle of which is to exchange one stock for the other, reversing 
the operation at a later date, thereby making a profit.  For example, switches can be 
made out of shorter dated stocks to longer dated stocks when interest rates are 
falling, reversing the process when interest rates are rising.  Additionally there is a 
constant movement of prices within the gilt-edged market, causing certain anomalies 
to occur from time to time.  By switching out of an over-valued stock into an 
undervalued one, and then getting back into the original stock when the temporary 
anomaly has passed, a profit is possible. 
 

 Taxation on fixed interest investments 
Government stock, local authority and provincial stock and public utility stock are 
exempt from stamp duty on transfer and from marketable securities tax.  Income tax 
is not normally paid on capital gains made, except where the investor is deemed to 
be a perpetual “trader” who constantly buys and sells bonds with the obvious 
intention of making short-term capital gains rather than holding a longer-term 
investment.   The interest received is taxable.  However, there is currently an 
exemption of the first R18 000 per annum of interest (for investors under die age of 
65) and R26 000 per annum for investors over 65. 
 

 Determining the current value of a long-term fixed interest stock 
certificate 

At the date of issue an interest rate is declared upon the face value of the stock 
certificate.  This rate of interest is guaranteed for the duration of the loan period.  
Market related interest rates would, however, have a marked effect on the value of 
the certificate.  In order to determine the value of a stock certificate we will use the 
Eskom E168 (considered the bellwether stock on the JSE) for our example.  (The 
Eskom E168 is a long-term investment bond that matures in the year 2008 with an 
annual coupon yield of 11%) 
 
Assume that the current market related interest rate is 13%. 
 
Purchase price = Present value of future interest payments due. 
+ 
Present value of the capital discounted from maturity. 
 
Thus: 
Future interest payment due are R11 000 pa for 9 years. (These must be discounted 
at the current market related rate of 13%) 
 
Using the “Present value of R1 per Period” table for 9 years @ 13% the factor is 
5.13166 
 
11 000 x 5.13166 = R56 488, 26 (Present value of future interest payments due) 
 
Capital value at maturity is R100 000 (also called the nominal value) Using the 
“Present value of R1” table for 9 years @ 13% the factor is 0.332885 
 
100 000 x 0.332885 = R33 288.50 (Present value of the discounted nominal value) 
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Purchase price = 56 488.26 + 33 288.50 = R89 736.76 
 

 Calculating interest 
If some capital or principle is placed for a time at the disposal of some person or 
persons requiring the use of it, some consideration may be paid for that use.  The 
interest is usually, but not necessarily, paid in terms of the same commodity.  For our 
purposes we will assume that both the principle and interest that we are working with 
is money. 
 
Interest is usually quoted as a rate per 100 units, that is, as per cent.  When dealing 
with theory, however, a unit of principal is adopted as the basis and the interest on 1 
unit is denoted by the letter i so that if interest is payable at a rate i per annum the 
unit of 1 increases to (1+I) at the end of a year.  It does not matter what the currency 
is.  The interest on R1 would be RI. : The interest on $1 would be $i; and so on. 
 
Simple and compound interest 
It is necessary to note the distinction between simple interest and compound 
interest.  With simple interest the interest is assumed not to be reinvested when 
received.  In other words it is withdrawn once earned. At the end of the first year the 
interest on a unit of capital is i but at the end of the second year the interest is again 
merely i on the original capital.  At the end of n years, capital and interest will total 
(1+ni). 
 
Simple 
Example: 
An investor deposits R10,000 in a fixed interest earning account with the Bank, at 
10% per annum. Find the total interest and principal should the investment be done 
for 5 years. 
 
Solution:  
 
Principal (P) = R10,000 interest (i) = 10% per annum  No. of years (n) = 5 
Total interest + Principal =  P (1+ ni)  
    = R10,000 (1+(5)(0.1)) 
    = R10,000 (1+0.5) 
    = R10,000 (1.5) 
    = R10,500 
N.B.  10% = 10/100 = 0.1 
      
 
When the interest is compound the interest is assumed to become extra principal 
and to be automatically productively invested, as soon as received, on the same 
terms as the original principal. In other words interest is earned on the interest 
received in the preceding periods. If the rate of interest is i per annum (per unit) the 
total capital will accumulate at the end of the year to (1+i).  There is now (1+i) 
invested at rate i so at the end of the second year there is (1+i) x (1+i).  In general at 
the end of n years the capital has accumulated is calculated as ( + ) :  
 
Compound Interest 
Example: 
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An investor deposits R10,000 in a fixed interest earning account with the Bank, at 
10% per annum compounded annually. Find the value of the investment after 5 
years. 
 
Solution:  
 
Principal (P) = R10,000 interest (i) = 10% per annum  No. of years (n) = 5 
Total interest + Principal =  P ( + ) )  
    = R10,000 ( + . )  
    = R10,000 ( )  
    = R10,000 (1.61051) 
    = R16,105.10 
 
The total interest earned    = R16,105.10- R10,000 
    = R6,105.10 
 
 

 Nominal and effective rates of interest 
Interest rates are normally quoted at a nominal rate per annum.  As interest is, 
however, also paid on either a monthly, quarterly or half-yearly basis the effective 
rate of return will be different.  In order to calculate the effective rate of return on an 
investment one uses the following formulas: 
 
To establish the effective rate per period: 
Effective rate = Nominal rate per annum / periods per annum 
Where the nominal rate is 12% and the periods per annum are 12 (i.e. interest is 
paid monthly) Then the effective rate per period is 1%. 
 
 
 
 
To establish the effective rate per annum: 
Effective rate pa = [(1+ {n effective rate per period})-1] / 100 x 100 
Where the “effective rate per period” is as established in the previous formula and 
“N” is the number of periods per annum. 
 
Thus: 
Where the effective rate per period is 1%  
And the periods per annum – “N” are 12 (i.e. Interest paid monthly)  
 
Then: 
The effective rate per annum  
= [1+ (100/1) x12 – 1] x 100 
= [(1.01) x12 – 1] x 100 
= [1.1268 –1] x100 
=0.1268 x 100 
=12.68% 
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4.3 Different types of Capital Market instruments in terms of cash flows, 
coupon payments and capital value 

 Equities 
Equities or shares is a form of part ownership of a company and can be unlisted or 
listed, the latter meaning that they are traded through a stock exchange.  The JSE 
Limited is the only exchange in South Africa.  The exchange is directed by an 
honorary committee of 16 broking members who are elected annually by the 
members of the exchange in a secret ballot.  The Stock Exchange Control Act of 
1985 and controls the exchange externally internally by its own rules and directives. 
 
A stock exchange plays a vital role in any capitalist economy as it provides a market 
where investors can buy and sell their shares in a company under controlled 
conditions that will ensure them of a fair and competitive price.  It is also the most 
effective channel through which a company can raise fresh capital.  The stocks on 
the JSE are grouped into various sectors and groups within the sectors.  The three 
major sectors are mining, financial, industrials. 
 
Examples of the major groups within these sectors are mining houses, banks and 
financial services, industrial holdings, electronics and electrical, food, engineering 
and stores.  Two rather special groups in the industrial sector are the venture capital 
and development capital groups, often used for fledgling company “floatings”. 
 
Each sector and most of the groupings tend to have their own risk profile and pattern 
of performance.  Some sectors, such as the financial services and insurance 
components, tend to operate on a lower dividend yield ratio, suggesting more 
stability in the share price. The overall performance of the JSE or one or more of the 
sectors can be tracked via the use of an index – a “basket” of shares selected to 
represent the underlying investment range.  The best known of these is the all-share 
index, which makes use of the entire market, weighted to give an idea of the real 
overall share movement. 
 
Investors seek to gain through regular dividend declarations (every 6 months) and 
also capital appreciation on the shares, although there is also the possibility of 
capital depreciation during an economic downturn.   
 

 Property 
Property investments are a suitable avenue for investment.  By “property”, we refer 
to business premises, industrial properties, shopping complexes and even some 
residential properties.  Since the introduction of the RDP, certain insurers are, 
however, actively investigating the possibilities of providing assistance to first-time, 
low-income homeowners from previously disadvantaged communities.  The question 
of guarantees is unfortunately still a stumbling block to active participation.  The 
question often arises as to what value is to be placed on a property from time to time 
in order to determine its contribution to investment performance.  There are four 
main bases for attaching a value to a particular property: 

a) The cost price (that is, the cost of the building of acquiring the property).  
Property does not normally decrease in value provided it is properly 
maintained.  This method may be regarded as somewhat cautious, but would 
strengthen the reserves of the fund. 
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b) The cost of building a similar property at the present time.  This would involve 
calculating the cost of the ground, construction – bricks, mortar, and labour, at 
current costs.  Unfortunately, this method does not take into account a 
number.  Of important factors such as growth in the area, likely future 
developments in the area, proximity of freeways, and may in some cases 
overstate the value. 

c) The discounted or present value of likely future rent to be received from 
tenants in the property, making allowance for likely maintenance costs in the 
future.  The period taken into account for this calculation would be 10 to 15 
years and the estimated value of the property at the end of the selected 
period would be taken into account.  The disadvantage of this method is that it 
is difficult to estimate likely future vacancies, future competitive property 
developments in the area, shifting populations and other developments in the 
area.  A typical example of this problem is the current high vacancy rate of 
buildings in the Johannesburg CBD (estimated by some to be in excess of 
25%), an area once considered as prime for property investments. 

d) The price that would be obtained from a willing buyer (for example, the current 
market value of the property).  This is a common method of valuing the 
property, but often requires the assistance of a professional valuator or 
appraiser.  The advantage is that values can be easily compared and the 
assumptions made are no more speculative that with the other methods 
described. 

 
Performance is then measured by comparing the valuation of the property at the end 
of the period with that at the beginning of the period, taking into account rent 
received and disbursements made.  Property valuation is not only somewhat 
subjective, but it can also be expensive and so valuations are normally only done 
every 5 years or so, or at the time of sale or purchase.  Where an investment 
portfolio includes property, there will be certain additional duties linked to the position 
of “property manager”.  These duties will include the recommendation and planning 
of new building projects, the maintenance of existing projects and administration, 
such as the maximizing of rental collections, and the selection of tenants. 
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 Money Market 
Suitable investment opportunities occur only at irregular intervals.  Cash receipts 
arising from the day-to-day operations of an insurer normally accrue at a steady rate.  
Consequently, an insurer will periodically have varying amounts of cash on hand 
awaiting investment.  It also happens quite frequently that an investor has some 
forward investment commitment and needs to build up sufficient funds to meet these 
obligations on their due date. 
 
Cash must thus play a vital role in the overall strategy of an investment manager, 
and institutions such as banks are always willing to lend money on a daily call basis 
or on deposit for longer periods, and pay the market rate of interest for such money.  
Insurers use these facilities extensively in order to obtain an interim return on funds 
that are awaiting other forms of investment. Having money invested for a short 
period on a bank is, however, not the only avenue open to an investment team 
looking for short-term investments.  A very important alternative is the purchasing 
and trading of bank acceptances. 
 
A very important product in this market is the purchasing and trading of bank 
acceptances, while other investment instruments include call accounts (where the 
money can be withdrawn at any stage), notice accounts (where the money can only 
be withdrawn after a given period of notice – typically 30, 60 or 90 days) and fixed 
deposits, which run for a set period, for example, three to six months. 
 
A variety of short-term instruments can be purchased from banks.  Fixed deposits 
are short-term time deposits in the bank, fixed for a predetermined time period.  
Interest and principal are usually paid in a lump sum at maturity.  Fixed deposits 
normally range in maturity from one to four or five years, but 30 days and 90 days, 
are also available.  Most fixed deposits is offered on a floating rate basis. 
 
Banker’s acceptance is time drafts drawn on a bank by a customer to be used in 
settlement of a domestic or international commercial transaction.  The bank accepts 
the draft for a fee and honors it at maturity, thus substituting its credit for the 
customer’s credit. 
 
The bank, which will collect the trade debt from its customer at maturity of the time 
draft, may retain the instrument as an earning asset or may realise cash on the 
instrument before its due date by offering it for sale in the secondary market at the 
going rate of discount for the time period involved.  Banker’s acceptances generally 
sell at a slight risk premium above the fixed deposit rate. 
 
In a portfolio of short-term debt instruments, maturities produce a high rate of 
turnover.  As each instrument matures, it is usually replaced by another short-term 
instrument.  The yield on the portfolio reflects recent and current capital market 
conditions and may fluctuate substantially, unlike the current yield on a portfolio of 
long-term bonds.  These instruments are generally marketable, with only minimal risk 
of capital losses.  Such a portfolio is also useful as a temporary haven for retirement 
scheme assets when the manager is awaiting more favourable investment 
opportunities in shares or bonds. The Qualitative aspects to consider are the 
marketability, security and the interdependence with other forms of investment. 
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With the “leveling of the playing fields” one could almost consider banks and building 
societies to be one and the same thing.  Today it is possible to invest money in 
investments such as  

 32-day call accounts 
 fixed deposits 

 
These types of investments are commonly known as Negotiable Certificates of 
Deposits (NCD).  This is defined as a fixed deposit receipt where the issuing 
institution undertakes to repay the deposit amount together with interest to the holder 
of the certificate on the maturity date.  NCD’s are issued for periods from as short as 
32 days to as long as 5 years. 
 

 Investment Risk 
All investments carry some form of risk. In some cases it could be uncertainty about 
the growth, in others, uncertainty about the safety of the original amount of money 
invested. Even so-called guaranteed investments, such as fixed deposits in the bank 
can be said to have a risk element, not only because the bank could go bankrupt but 
because, if the interest earned is not high enough, the value of the investment will be 
eroded over time by inflation. 
 
It is therefore important, when considering an investment option that one cannot 
purely look at the illustrative returns of an investment.  While the illustration provides 
a good indication of the potential returns that may be achievable within a particular 
investment, there may be a number of factors that one will need to take into account. 
High-risk investments would generally be expected to have a high potential yield, 
while low yields are normally associated with low-risk investments. 
 
The risk associated with investments comes in different forms.  For example, at a 
basic level, there is the risk of the loss of capital value, whereas another risk would 
be the risk of the growth (either in capital or income) not being achieved. 
 
The capital in a bond investment is typically safe if the investment is held to maturity, 
although some pundits would argue that inflation could erode the capital value over 
time.  With a ready secondary trade, liquidity is also not a major problem, so these 
forms of investment are quite popular (at least with the bigger investors.) 
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Module 5 

Comparison of bonds with other asset classes 
 
This Module deals with:  
 The main asset classes in the financial markets  
 Comparison of Bonds to typical instruments in other asset classes in terms of 

risk, nature of return, term, liquidity and issuer 
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5.1 The main asset classes in the financial markets  

Asset Class Advantages Disadvantages 
Fixed interest 
investments 

 Fixed interest investments offer a reasonable 
return with relatively low risk involved.  They 
play an important role in the overall mix of an 
investment portfolio, both in providing a 
regular income for reinvestment and in 
allowing short term “parking” of funds 
earmarked for future investment in equities 
or properties. 

 The secondary market in these instruments 
means that they are relatively liquid. 

 The tax concession on the first R16 500 of 
interest per annum means that at current 
interest rate an amount of between R100 
000 to R180 000 can be invested without tax 
consequences. 

 

 The main drawback of fixed interest 
investments lies in the fact that historically 
the average yield offered to the investor is 
lower than, for example, equities. 

 There has been an increase in the amount 
of tax free interest for individuals younger 
than 65 to R18 000pa and over 65 to R26 
000pa as from the 2007/2008 tax year 

 Exemptions applies to interest and 
dividends from both South African and 
foreign sources, but foreign interest and 
dividends are only exempt up to R3 000 pa. 

 The specialized nature of the bond market 
means that specialized knowledge is 
needed if investors are going to “trade” in 
fixed interest bonds. 

 Another problem could be the fact that the 
general minimum investment sizes are not 
inconsiderable.  Even fixed deposits often 
carry a minimum amount of R1 000 or R2 
000, while investing in fixed interest bonds 
requires large capital amounts unless 
access is gained through a fixed interest 
investment trust. 

 
Equity investments  Equities have proven that they are able to 

deliver yields, which over the long term offer 
investors a good real return.   

 Shares in companies, which are not listed 
on the stock exchange are generally not 
too easy to sell in times of need.  Fees 
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Asset Class Advantages Disadvantages 
 The stock market ensures ready 

marketability, while access can be obtained 
in relative small value units, especially 
through the unit trust system.   

 Dividend income can grow in Rand amounts 
over time, resulting in an increasing income 
stream.  This is because, even though 
dividends declared when expressed as a 
percentage of the current share price tend to 
stay relatively stable over time, when 
expressed as a percentage of the original 
price they generally increase dramatically as 
can be seen from the table below which has 
based on the JSE all Share Index. 

 

payable to stockbrokers or fund managers 
need to be considered as they do affect 
smallish transactions quite significantly. 

 Equities are not usually seen to be good 
collateral for loans 

 The natural disadvantage, which springs to 
mind when thinking of equities, is that of 
the risk factor.  Although steps can be 
taken to control some or all of the factors, it 
is still true that equity investments 
experience relatively extreme volatility over 
time.   

 Another drawback could be that the income 
produced from shares is normally relatively 
low (of the order of 2-6% pa). 

 
Property (Bonds)  The capital value of property generally rises 

steadily over time 
 Capital profits made on property are not 

taxable (unless the investor is a dealer) 
 Obviously a house could be used to provide 

residential accommodation for the investor, 
thereby shielding him from the prospect of 
escalating rental payments. 

 A good property can generate a regular 
income and, interestingly enough, this may 
be an escalating income. 

 Loans may be taken out using property as 
collateral 

 

Apart from the risk factors and the problem of 
maintenance costs, which need to be factored into 
the calculation of the potential yield, the other 
disadvantages are as follows: 

 Costs associated with the registration of 
property, legal fees, etc. are relatively high 
and these generally result in property 
investments being seen as long term 
ventures.  Rental is taxable; 

 It may be a problem to find a suitable 
tenant for property from time to time; 

 Yields have not historically been that high 
 Normally a relatively large amount of initial 

capital is required, although this may be at 
least partially obviated by use of syndicate 
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Asset Class Advantages Disadvantages 
groups, property trusts or even financial 
borrowing against the property; 

 Marketability is a problem in most cases. 
 

Insurance policy 
Investments 

The use of insurance policies as part of the 
retirement planning savings offers diverse 
advantages. 

 The proceeds of a policy on death before 
retirement can be paid directly to the 
beneficiary, thereby allowing for more speed 
of payment and avoiding the executor’s fees. 

 Policies may be traded on the second hand 
market 

 After maturity policies may be open-ended 
and amounts drawn as and when needed, 
meaning that the capital is easily and 
effectively turned into income. 

 Life policies enjoy some protection from 
creditors, especially retirement annuities 

 Pension payments from retirement annuity 
are not included in the deceased’s estate for 
estate duty purposes. 

 Some forms of policy, such as RA, offer 
special tax advantages. 

 Because of the regular nature of premiums 
payments and the penalties on early 
termination, insurance policies are often 
seen as a form of compulsory retirement 
savings for those who may not otherwise 
have the discipline to do so. 

 Smoothed bonus and similar portfolios offer 

 Administrative charges are seen to be 
somewhat high.   

 The investment is generally seen as a long 
term one with early surrender penalties 
acting as a deterrent to liquidity; 

 The taxation applicable to the growth of the 
investment portfolio is seen to be a little 
penal for many, especially those with lower 
income levels. 

 The end result of the various plans are not 
generally seen to be up to the level of 
certain other investments, although this 
usually depends largely on the type of 
investment portfolio underlying the policy 
and the associated level of risk. 
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Asset Class Advantages Disadvantages 
considerable security. 

 Loans are generally available and the 
investment can be ceded as collateral 

 Life cover and other benefits may be added 
 

Hard Assets  Because the investor often becomes 
attached to the items and interested in them, 
there is less chance of them being sold off 
before retirement or misused. 

 They are generally quite affordable. 
 Appreciation may be considerable 
 There is no tax on the profits (unless the 

owner is declared a dealer) 
 The assets may fulfill useful purpose in 

themselves as commodities 
 

In the normal course of events it is not usual to 
employ hard assets as a large part of retirement 
planning outside of countries of political or military 
instability. 

 Specialist knowledge is often needed in the 
buying and selling process. 

 Owners may become attached to the items 
and hence not want to sell them. 

 The minimum investment amount in most 
hard assets is considerable, purely 
because the items, being valuable, cost a 
lot. 

 Hard assets do not generate an income as 
a rule 

 There is a cost factor involved in the 
preservation and protection of the assets 

 While hard assets can usually be turned 
into cash readily, the realization value is 
dependent on a willing (and able) buyer’s 
market. 
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5.2 Comparison of Bonds to typical instruments in other asset classes in 
terms of risk, nature of return, term, liquidity and issuer 
 
Property is considered to be a good solid basis on which to build an investment 
portfolio.  One must be cautious of the danger of placing “all your eggs in one 
basket”.   
 
Property can, in theory, be classified as a potentially high-risk investment.  Due to its 
immovability, a building is susceptible to the economic, social, political environmental 
and climatic conditions of the area in which it is situated. Should the area thus be 
rezoned (from cluster residential to light industrial, as an example) the value of the 
building would diminish.  The cost of converting a building (should this be possible) 
could also be a major expense to the landlord.  Maintenance costs are another issue 
to be taken into account. 
 
Nevertheless, the fact that land is a limited resource tends to indicate that, as 
population increase, the need for more living space will force the value of land 
inevitably upwards.   
 
Even a factor such as rent control should only impact on the investment returns of 
the property owner and have little or no effect on the capital appreciation of his 
investment. Where the investment is made in a property trust or property holding or 
property Management Company via the stock market, it should be accepted that the 
investment is more of an equity investment in nature and the attributes listed below 
may not then all apply. 
 
The consideration of insurance policies as part of the retirement portfolio requires 
determining first the best type of policy, then the best portfolio type and finally the 
best insurance company from whom to buy the policy. 
 
Refer to the Table in 5.1 for further comparisons of asset classes. 
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