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Explain Equity Markets and Equity Market Instruments 

Introduction to Unit Standard 
 

Equity markets are in actual fact stock markets. 
Equity investment generally refers to the buying and holding of shares of stock on a 
stock market by individuals and funds in anticipation of income from dividends and 
capital gain as the value of the stock rises. It also sometimes refers to the acquisition 
of equity (ownership) participation in a private (unlisted) company or a startup (a 
company being created or newly created). When the investment is in infant 
companies, it is referred to as venture capital investing and is generally understood 
to be higher risk than investment in listed going-concern situations. 
 

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, Administrators in Asset Management, 
Co-ordinators of Medical Schemes, Financial Call Centre Agents and Trustees and 
Principal Officers of medical schemes and retirement funds. 
 
 
At the end of this Unit Standard, the qualifying learner should be capable of… 
 

 Explaining why the Equity Market exists. 
 Analysing the Equity Market environment. 
 Describing the role players in the Equity Market. 
 Explaining the basic Equity Market instruments. 
 Comparing a share to other asset classes. 
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Module 1 

Why does the Equity Market exist? 
 
 
This Module deals with:  

 The concept of the Equity Market with reference to the financing and 
investment needs of issuers and investors 

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

 

1.1 What is the Equity Market? 
 
Shares are often issued by a company in order to obtain the money needed to 
finance the operations of the company. The total amount of shares constitutes 
ownership of the company.  Shares can be bought and sold.  
 
The price at which shares are bought and sold will be determined by the perceived 
value of the future prospects of the company, therefore the price of shares fluctuate 
from time to time.  
 
Dividends are declared out of the profits made by the company and the dividends 
are divided between shareholders according to the % of shares owned by each 
entity / individual (shareholder). 
 
Shares can be purchased by: 

 Individuals 
 Companies 
 Collective investment schemes and  
 Other portfolio managers acting on behalf of individual or groups of clients 

 
There are established primary and secondary markets for the buying and selling of 
all assets. However, in South Africa, all interested parties tend to look largely to the 
choice of assets quoted and traded on the JSE.  The stock exchange plays a vital 
role in a capitalist environment as it provides a market where investors can buy or 
sell their shares under controlled conditions. This ensures a fair and competitive 
price. This is also the most effective avenue for companies to raise capital. 
 
Not all companies who have issued shares are listed on the stock exchange. 
Unlisted shares can also be traded, but the determination of the value of the shares 
is not readily possible, because buying and selling is not as frequent. A prospective 
investor will need to research and analyze to determine the price to be paid. 
 
Registered stockbrokers would undertake the buying and selling of the shares. Many 
banks also offer this service. The client might advise the brokers when to buy or sell. 
Brokers can also make these decisions on behalf of the client. 
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1.2 The long term nature of the Equity Market 
 

1.2.1 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.  
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. 
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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 on 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. 
 

 Members of the JSE 
The committee strictly supervises the members of the JSE and they demand high 
standards of integrity. Apart for paying an entrance fee, each member has to buy two 
propriety rights in the Exchange and place financial sureties within the first two years 
to back his/her trading. Defaulting member’s names are posted in the Exchange for 
all to see. 
 

 Granting of a listing 
Any interested company’s memorandum, articles, past reports and accounts are 
carefully examined by the committee before they can be listed. Once the committee 
is satisfied that the company conforms to the requirements, the listing is granted. 
The committee also requires that the public hold a reasonable amount of the 
company’s shares. The stock exchange regulations insist upon full disclosure of all 
material information by the listed company. The stock exchange aims to do all it can 
to protect investors from dubious practices.  
 

 Buying and selling shares on the JSE 
 The seller instructs the broker to sell “X” amount of shares they hold with a 

specific company at a specified price. The share certificates or the transfer 
deeds normally substantiate the instruction. 

 A prospective buyer will have instructed his/broker to buy an “x” amount of 
shares from a certain company at a certain price. 

 The two brokers will seek each other out and the transaction will be 
concluded. 

 The selling brokers then have to deliver the script and receive the payment 
for it. 

 
The whole transaction can be completed within two days or less. 
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Module 2 

The Equity Market Environment 
 
This Module deals with:  

 The economy, as the environment in which Equity Markets operate, with 
examples 

 Economic conditions in terms of the interdependence between inflation, 
interest rates, commodity prices, market sentiment, the regulatory, macro, 
micro, political, geographic and economic environments, growth versus 
recession and exchange rates for different scenarios (covered in formative 
assessment) 

 The way in which monetary and fiscal policy affects Equity Market instruments 
and an indication of the effect on Equity Markets 

 The concepts of sectors and indices in terms of how they relate to investment 
portfolios 

 The concepts of benchmarks and indices with reference to investment 
portfolios. 

 

2.1 The Economy 

2.1.1 Economic environment of the Equity Market 
 

A basic Economic Model  
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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:  
 
 
It is important to understand the environment in which the equity markets function. 
The number of financial indicators and economic factors influences the market, but it 
is largely dependant on the economic cycle. The economy can experience a “boom 
phase (bull market), or a “recession stage” (bear market) or even get caught in a 
depression (prolonged downturn). Each one of the above cycles offer their own 
investments opportunities, but we will be more concerned with the general trend 
followed depending on the financial cycle. 
 

2.1.2 Economic Cycles 
Economic or business cycles have an effect on share prices. Confidences are high 
and capital is available in times of economic boom. The reverse is also true when 
there is a decline in the economy followed by recession. During the boom period, 
economic spending is also stimulated, therefore there is higher revenue and profits 
for most companies.  
 
The profits are largely divided as dividends among the shareholders. The basic 
principle of supply and demand also has an effect on the share price. If there are 
limited shares available for trade, the share price will subsequently rise.  
 
Below is a graphic presentation of the business cycle: 
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2.2 The Economic Environment 

2.2.1 Economic Interdependency 
The movement of shares is a highly complex field of study and therefore there is a 
need for economic indicators. The following factors also affect share prices: 

 Investor sentiment (The extent to which investors believe the markets will rise 
or fall) 

 Government actions outside of the economic sphere (combating crime, fraud 
or corruption) 

 Natural Phenomena (droughts, floods etc.) 
 International events (war etc.) 

 
Most of these factors are predictable. The traditional “predictable” economic cycles 
experienced during the period when SA ran only a closed economy due to forced 
sanctions, have now become far less predictable: 

 Inflation affects the availability of cash, but tends to improve shares market 
prices 

 Unemployment rates impact on investment and sentiment 
 Mergers and takeovers have a direct effect on the market 
 The economic cycle affects availability of money and investment returns, 

while changes in the general investment arena may either cause clients to 
switch in or out of equities. 

 The commodities price affects the economy as a whole as well as shares in 
that specific sector. For example, platinum, coal and gold for South Africa. 

 

2.2.2 Government Policy and the Equity Market 
The main effect of government policy on equity markets is as follows: 
 

 Interest rates 
The market is adversely affected when the ruling interest rate is raised. Higher 
interest rates dampen consumer demand and because the higher cost of capital will 
push the corporate cost up, thereby negatively impacting on the profit margin. This, 
coupled with the attraction of the higher interest rate, will also tend to see investment 
money channeled into fixed interest avenues, thereby further depressing the market 
as demand for shares falls off. 
 

 Taxation 
The tax structure of a company can impact on shares; 

 Through impacting on the actual bottom line of the company; and 
 How the investors experience tax on the shares 

At a lower level the different tax treatment of different industries may make the 
shares of companies in those industries more or less attractive to investors. 
 

 International aspects 
The extent to which international investment is attracted is an important influence on 
the stock market and shares in general. In turn, this will depend on a variety of 
factors, including currency exchange rates, tax treatment and the extent to which 
free trade and movement of funds is allowed between countries. 
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 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. 
 
For comparing the prospect for one industry against another these factors are 
relevant to a consideration of individual industries.  
Example: The prospect for a particular company, which operates in a specific sector 
of industry. 
 
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 
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. 
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 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 investors’ pockets and this usually has an effect on stock 
exchange prices. Consumer expenditure is another statistic relevant to an 
investment. Cars and household wares are more important as they are more 
sensitive to economic cycle. Hire purchase sales, which are published monthly, are 
an important indicator of consumer durable expenditure. The Central Statistics 
Services publishes detailed figures covering a wide range of activities. 
 

 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. 
 

 Foreign Markets 
South Africa is one of the major emerging markets in the world. A large number of 
our stocks are dual listed on other stock markets in the world. Negative or positive 
sentiments on these markets will also influence share prices. 
 

 Sentiment or optimism 
Investor’s sentiment can be affected by reports and company results.  
 

 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 the country is situated. 
 

 Climate 
Even the country’s climate can have an effect on equities, either in the broader 
sense or on specific shares. Example: a serious drought will adversely affect the 
share price of food producers and heavy rains or other natural events may have a 
negative effect on the share price of insurers. 
 
 

2.3 The way in which monetary and fiscal policy affects Equity Market 
instruments 
 
A serious investor will undertake some quite detailed studies in order to take the 
various factors into account. 
 
Fundamental analysis – largely looks at the industry and the expected return in the 
economy as a whole. It will also look at the expected returns of the company. The 
analysis will refer to macro-economic factors, expected GDP, inflation and expected 
trends in business cycle. 
 
Technical analysis - Applying trends and trend analysis of a particular share price 
and actual return based on historic performance of the share. All shares can be 
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identified against its support or resistance levels. If the price is dropping, but there 
are enough buyers the price might only decline temporarily. Resistance is 
encountered if enough sellers sell, which may change the upward trend and 
investors may lose confidence in the share. 
 
Random walk hypothesis – No one can actually determine the share price and the 
idea is to buy and hold the share rather than trying to “trade the market”. 
 

2.3.1 Inflation 
“Inflation”, is used to indicate a decline in the buyer power as a result of general 
increase in the prices of goods and services.  The average consumer is very aware 
of inflation. “Inflation” is normally blamed for inflated prices of goods and services, 
while everyone knows that inflation is linked to rising prices. It is an economic 
concept that causes great confusion and distrust. 
 
Characteristics of inflation: 

 Prevailing spirit of optimism, stimulated by matters such as rising wages, 
salaries, cost of living etc. 

 An oversupply of money against a shortage of goods. This causes a rise in 
prices as money floods the market. 

 Rising prices raises the demand for an increase in wages and salaries, this 
continues the cycle above 

 A dynamic process of continual price increases eventually feeds itself 
 There are serious monetary implications. Price increase implies a decrease in 

the value of money. 
 Expectation is a typical feature of inflation. People expect the prices to rise 

and act as if prices have already gone up, with the result that prices do rise. 
 
Consequences of inflation: 
Inflation is often not experienced directly, but inflation has very harmful effects in the 
long run. 

 Inflation deprives monetary units of their value as a reliable measure for value 
 Affects the distribution of income and wealth. If your income growth is slower 

than the rise in cost of living due to inflation, it has a very negative effect. 
 A period of inflation usually benefits debtors to the disadvantage of creditors. 

Money lent at one value is returned at a lower value. 
 Gradual rise in prices normally benefits entrepreneurs. If input prices rise 

slower than the prices of the finished product the vendor benefits 
 Decline in the real value of savings. 
 High prices and rate of inflation is a benefit to the SARS, higher taxes need to 

be paid. 
 People who invest in paper investments (negotiable instruments and 

securities) benefits, because the value of those items will rise faster than the 
rate of inflation 

 There is a strong possibility that a country with a high inflation rate will 
experience problems with their balance of payments. 
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2.3.2 Tax on equity investments 
Dividends on local equities are tax free and also any capital growth on equities will 
also be exempt from capital gains tax on the first R15 000 of the gain in a year (R120 
000 in year of death). Where the investor is deemed to be a perpetual “trader”, 
income tax would need to be paid on the capital gains made.  
 

2.4 Sectors and Indices and their relationship to Investment Portfolios 

2.4.1 Sectors 
 
The JSE classifies listed companies into sectors that take the company's core 
business activities into account and groups companies that share general industrial 
and economic themes together. If you are looking for the share price of a particular 
share in the newspaper you'll need to be familiar with the sector it falls into. 
 
The broad economic sector (industry) categories are: 
1. Basic Materials 
2. Oil and Gas 
3. Industrials 
4. Consumer Goods 
5. Consumer Services 
6. Telecommunications 
7. Financials 
8. Exchange Traded Funds 
 
The JSE also has a specialist securities group, including preference shares, 
exchange traded funds, Kruger Rands, investment products, etc.  
 

2.4.2 Indices 
The market is measured on a daily basis, during the exchange working hours. 
Indices give a basic idea of how well (or badly) the overall market is doing and these 
are good to use as a benchmark. 
 

 JSE Indices  
For every sector on the JSE there is an index, listing all the companies in that sector. 
If the prices of the shares comprising the index increase during the period; that 
particular index will increase. 
 
The popular indices are:  
 

All Share Index 
(Alsi) 

In simple terms, the Alsi includes the average of the largest 
companies (market leaders) listed on the JSE. It Includes 
approximately 160 shares that represent approximately 80% of 
market capitalisation (market value).  

FTSE/JSE Top 40 
Index 

Tracks the share price performance of the 40 largest companies on 
the JSE by market capitalisation, irrespective of whether they are 
resources, industrial or financial companies.  
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JSE Resources 20 
RESI 

Tracks the performance of the 20 largest mining companies by 
market capitalisation (market value). 

JSE Financial 15 
FINI 

Tracks the performance of the 15 largest financial companies by 
market capitalisation (market value), and includes the top banking 
and insurance companies. 

JSE Industrial 25 
INDI 

Tracks the performance of the 25 largest industrial companies by 
market capitalisation (market value).  

JSE Dividend+ 
Index 

Tracks the performance of the 30 higher yielding shares within the 
JSE Top 40 Index and the JSE Mid Cap Index, excluding real estate 
companies. Shares are weighted by a one-year forecast dividend 
yield as opposed to market capitalisation. 

 
You can track the performance of the market as follows: 
 

Indices Level % change from previous day 

All Share 26,459 -0.68 

Top 40 23,871 -0.84 

Resources 20 48,546 -0.90 

Financials 15 8,502 -0.82 

Industrials 25  18,884 -0.51 

 
 

 The world's stock market indices  
Different countries have different rules for managing stock exchanges, and 
international markets may follow a different formula to calculate their indices. If 
worldwide share prices go up, our market will normally follow suit. 
 
Examples of popular indices of world markets below: 
 

Exchange Index name Level % change from prev. day 

London  
FTSE (Footsie) 
100 

6,280.70 2.39 

New York  Dow Jones 13,308.39 1.38 

Tokyo  Nikkei 15,877.67 0.71 

Frankfurt  DAX 7,457.90 1.12 

 
Judging the caliber of an ordinary share is a difficult task because you have to weigh 
the balance of a number of factors: 

 Showing the progress of the company by viewing past records.  
 The management of the company is important.  
 Attention must be paid to the training and a management development 

programs in a company.  
 Investors need to see that there will be a successor for a company. 
 It is also important to consider the industry in which a company operates.  
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Growth prospects are the most important present day factors in looking at ordinary 
shares. A fast-growing industrial company usually needs finance to enable it to 
continue to expand and this may be derived from outside sources, including the 
issue of more capital. Only part of the profits is distributed in the form of dividends, 
the balance is pumped back into the company for expansion.  
 

2.4.3 Points to take into account when considering ordinary shares 

 Company activities (competition and scope for expansion) 
 Quality of management 
 Capital structure (amounts and strength of stock) 
 Amount of surplus earnings over the amount required to service the 

contemplated investment 
 Trading results for the last 5 years 
 Growth prospects 
 Current rate of dividends and the market price of the shares 
 Marketability of the shares 

 

2.5 Benchmarks and Indices with reference to investment portfolios 
 
Benchmarks for performance assessment can be internal (other investment 
portfolios or past performances) or external (against competitors). Specific 
requirements for suitable benchmarks: 

 Appropriateness of the benchmark 
 Transparent measurability of the benchmark 
 Clear definition of the benchmark 
 Durability of the benchmark 
 Relative stability of the benchmark 

 
A benchmark is only a measurement tool, but can also be viewed as a target.  
 

2.5.1 Industry Classification Benchmark (ICB) 
Dow Jones Indexes and FTSE together offer a definitive classification system called 
the Industry Classification Benchmark (ICB). The system is supported by the ICB 
Universe Database, which contains over 60,000 companies and 65,000 securities 
worldwide from the FTSE and Dow Jones universes. The coverage makes the 
database a comprehensive tool for global sector analysis.  
 
The expertise of Dow Jones Indexes and FTSE has made ICB a relevant and user-
friendly classification standard for trading and investment decisions. Thanks in part 
to their combined global presence and partnerships, ICB have become a global 
standard.  
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2.5.2 The definitive structure for company classification  
 
ICB is a detailed and comprehensive structure for sector and industry analysis, 
facilitating the comparison of companies across four levels of classification and 
national boundaries. The system allocates companies to the Subsector whose 
definition most closely describes the nature of its business. The nature of a 
company's business is determined by its source of revenue or where it constitutes 
the majority of revenue. 
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Module 3 

Role-players in the Equity Market 
 
This Module deals with:  

 The issuers in the Equity Market and an indication of why they operate in 
Equity Markets 

 The investors in the Equity Market and an indication of why they operate in 
Equity Markets 

 Facilitators in the Exchange Traded Equity Market and an indication of the 
role of each 

 

3.1 The Issuers in the Equity Market 
 

 Listed Companies 
Companies listed on the JSE, which issue shares to investors to raise capital. 
Generally companies do not hold equity investments. It is for companies to build up 
shareholdings in other companies that they are targeting for takeover.  
 

 Unlisted Companies 
Companies not listed on an exchange, but makes shares available to investors with 
the same rewards.  
 

 International Markets 
The international markets offer opportunities to invest in markets not catered for in 
South Africa.  
 

 Insurance Companies and Retirement Funds 
These companies have large amounts of money invested by individual policy holders 
and a big percentage of this money is vested in the stock market. 
 

 Individual Investors 
The share market is an attractive avenue to participate in the wealth and success of 
various companies and sectors by purchasing shares in these companies. 
 

 Collective Investment Schemes 
Ideal for the small investor, who wants to participate, but doesn’t have the financial 
capacity to purchase individual shareholding. 
 

 Stockbrokers 
There are strict requirements laid down by SAIS (South African Institute of 
Stockbrokers), for stockbrokers who wish to trade on the stock exchange. 
Main activities of stockbrokers: 

 Channeling investors’ funds into the shares of public companies 
 Monitoring the movements of stock and shares on the JSE 
 Administering share portfolios on behalf of their clients 
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3.2 The Investors in the Equity Market 
 

 Financial Advisors / Portfolio Managers 
Investors make use of their services to accomplish the best management of an 
equity portfolio. 
 

 The South African 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 

 

3.3 Facilitators in the Exchange Traded Equity Market 
 

 Securities Exchange 
The main exchange is the JSE, along with subsidiary exchanges, such as the Bond 
Exchange market. 
 

 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.   
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Module 4 

Equity Market Instruments 
 
This Module deals with:  

 The concept of a share as the basic Equity Market instrument. 
 Different types of shares compared in terms of income, return, voting rights 

and insolvency of the issuer 
 The basic concept of a debenture and debentures compared to shares in 

terms of the nature of the income and the issuers` obligations 
 

4.1 Shares 
 
A share is basically a part ownership of a company. It offers the holder 

 Potential capital appreciation 
 The right to sell the share 
 The right to dividends declared from time to time 
 Voting rights (unless it is a non-voting share) 
 A share of the company assets if it is dissolved 

 

4.2 Types of Shares 
 
Type of share Description 
Preference shares These shares receive a fixed dividend and do not share in 

any increase in rights over ordinary shareholding as to 
dividends and capital in the event of the company being 
wound up. They have no contractual right to the dividends, 
which can only be paid out of profits. They receive a fixed 
dividend on the capital subscribed and they receive this 
before any dividends are paid to ordinary shareholders. 
They very rarely have voting rights.  
 
The following are the most important types of preference 
shares: 

 Cumulative preference shares: if dividends are not 
paid, they are accumulated, normally without 
interest. 

 Non-cumulative participating preference shares: 
The holder is entitled to fixed dividends as well as 
the right to vote on management matters. They 
have neither right to share in the profits of the 
company nor any claim to arrear dividends. 

 Participating preference shares: They receive 
normal fixed dividends, but they have the right to 
participate in future profits.  

 Redeemable preference shares: These are 
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Type of share Description 
redeemable at or between fixed dates. Fixed 
dividends only. 

 Profit sharing preference shares: Only when such 
dividends are declared. 

 
Ordinary Shares Ordinary shares forms part of the company’s capital.  
Bonus shares These are issued to existing shareholders and are free of 

charge. Normally they are allocated in the form of number 
of shares per shares already owned. Example: one extra 
share for every five shares already owned. The reasons 
for issuing bonus shares are to reduce the quoted price 
per share on the stock exchange to make them more 
easily marketable, usually to the benefit of the 
shareholders. 
 
Shares are offered to existing shareholders at a slightly 
discounted price to that of the current market price. 
Shareholders can either buy additional shares or sell their 
right to buy at the reduced price. 

Unquoted / unlisted 
shares 

These shares constitute ownership of a company, but the 
tradability is not so easily facilitated, because they are not 
quoted shares. 

Derivative Investments There are two types, namely futures and options. Both 
types are “betting” on the future trend in the share price 
and then making arrangements to either buy or sell at 
today’s price rather than the ruling price at the time. 

 

4.3 Debentures 
 
A Debenture is an instrument used by a company to raise money. It is a loan to the 
company and does not represent any ownership of the company. Holders of 
debentures, which are transferable, are creditors of the company with specific rights 
as to the repayment of capital and interest. They are normally protected by a charge 
over specific assets or by a floating charge over all the assets of the company. 
Trustees are appointed to represent the debenture holders, and assets, such as 
freeholds or leaseholds, are conveyed to the trustees by way of a mortgage, or they 
are given an adequate charge over floating or circulatory assets such as stock in 
trade. 
 
Trustees are responsible for ensuring that the terms of the trust deed covering the 
debenture issue are carried out. Interest must be paid at regular predetermined 
intervals at a first charge on earnings basis, whether there are sufficient profits or 
not. In the event of interest not being paid, the trustees can invoke the rights granted 
under the trust deed. In considering the purchase of a debenture, security of capital 
and sufficient earnings to give a substantial margin over the amount needed for 
servicing are important factors. The future and history of the company is investigated 
to determine the likely ability of the company being able to carry out the terms of the 
debenture. 
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They are normally issued for a fixed period of years and the ability of the company to 
redeem and the means by which the redemption is to be carried out also need to be 
considered. They are thus considered an investment with a high degree of security. 
 

4.3.1 Convertible Debenture Stocks 
Some debentures have a conversion clause. The holder is given the option to 
convert the debenture at a fixed time in the future into ordinary shares in the 
company at a specific price fixed at the date of issue. Often the holder might have 
the option of converting on more than one occasion, although different conversion 
prices might apply.  
 

4.3.2 Positions of Debentures in the market 
Debentures in first class companies hold almost as much security as a government 
security. Due to the smaller size of the issue, the market is rather restricted. In 
practice financial institutions, such as insurance companies and retirement funds, 
largely subscribe for most of the debentures. They are fixed interest securities with 
no possibility of any increase in the return, apart from those that are convertible. 
 
The following future benefit method is used to illustrate how to value a debenture:  
 
Example: 
Nominal value of the debenture  R100 000 
Fixed Interest Rate   8, 5% per annum 
Period to repayment   10 years 
 
Calculate the present value: 
Assume the yield on a similar investment (taking into account current interest rates) 
should provide a fair rate of return of 10%. The annual income is 8, 5% on R100 000 
= R8 500 
 
Using the “Present value of R1 per Period” table for 10 years @ 10% the factor is – 
6, 14457 
 
8 500 x 6, 14457 = R52 228.85 (Present value of future interest payments due) 
 
The nominal value at maturity is R100 000 
 
Using the “Present Value of R1” table for 10 years @ 10% the factor is –0, 385543 
 
100 000 x 0,385543 = R38 554, 30 (Present value of the discounted nominal value) 
 
The present value of the debenture = 52 228, 85 + 38 554, 30 = R90 783, 15 
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Module 5 

Shares and Asset Classes Comparisons 
 
This Module deals with:  

 A share compared to typical instruments in other asset classes in terms of 
risk, nature of return, term, liquidity and issuer. 

 A debenture and a preference share compared to typical instruments in other 
asset classes in terms of nature of return, issuer and risk 

 

5.1 Comparison of a share to other instruments in asset classes 
 

5.1.1 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. 
 

 Basic steps to minimize risk 
 

a) Diversification 
 
One of the ways in which the risk can be reduced is to spread the investment over as 
many different securities as the amount available can justify. The principle of most 
investment funds should be well diversified across various investment types, within 
equity holdings, across various sectors and counters on the exchange. The principle 
of diversification means that investments should be reasonably spread amongst 
different industries and between different companies within those industries.  
 
It is not advised to have such a big collection of small investments so widely spread 
that it becomes almost impossible to keep a close eye on them individually. The 
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most fundamental of the risks to consider are market risks and specific (residual) 
risks.  
 

b) Rand Cost Averaging 
 
Rand Cost Averaging is a principle which applies to unitize investment funds, but 
which can also be used when purchasing equities over an extended period. In 
essence, rand cost averaging is based on the fact that units or shares can be bought 
over time at varying prices using fixed contributions. In other words, investors can 
score during downturns in the cycle because they can buy “cheap” units, reducing 
the average cost per unit.  
 

c) Investment Analysis 
 
Not only should you do performance measurements on an investment, but it is also 
advisable to look at the advantages and disadvantages of different asset classes 
which might be considered.  Below is a summary: 
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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.   

 The stock market ensures ready 
marketability, while access can be obtained 

 Shares in companies, which are not listed 
on the stock exchange are generally not 
too easy to sell in times of need.  Fees 
payable to stockbrokers or fund managers 
need to be considered as they do affect 
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Asset Class Advantages Disadvantages 
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. 

 

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  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 
groups, property trusts or even financial 
borrowing against the property; 
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Asset Class Advantages Disadvantages 
 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 
considerable security. 

 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 
 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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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 the 
population increases, 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 sock 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. 
 
NICE TO KNOW 

 
Table Showing the Change in Dividend Yield on the JSE (not accurate) 

Original purchase date Original yield date Yield @ 1 Jan 2012 
(based on original cost)

1 January 1992 8.6% 82.6% 
1 January 1997 7.9% 24.0% 
1 January 2002 3.8% 8.4% 
1 January 2007 3.3% 4.8% 
1 January 2012 2.3% 2.7% 

 
 
5.2 A debenture and a preference share compared to typical instruments in 
other asset classes in terms of nature of return, issuer and risk 
 
Preference shares and debentures have already been dealt with on pages 16-18 of 
Module 4. 
 
Preference Shares: 

 These shares receive a fixed dividend and do not share in any increase in 
rights over ordinary shareholding as to dividends and capital in the event of 
the company being wound up. 
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 They have no contractual right to the dividends, which can only be paid out of 
profits. 

 They very rarely have voting rights.  
 The issuers can be one of the following:  Companies listed on the JSE, 

Unlisted companies, International markets, Insurance Companies and 
Retirement Funds, Collective Investment Schemes Stockbrokers. 

 
Debentures: 

 Holders of debentures, which are transferable, are creditors of the company 
with specific rights as to the repayment of capital and interest. 

 Trustees are appointed to represent the debenture holders, and assets, such 
as freeholds or leaseholds, are conveyed to the trustees by way of a 
mortgage, or they are given an adequate charge over floating or circulatory 
assets such as stock in trade. 

 The risk is very low seeing that debentures are considered an investment with 
a high degree of security.  
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