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Course summary 

The course is intended to provide product specific training for representatives registered in the Category 

I: Debentures and securitised debt 

Time allotted for course 

The course consists of 4 topics with an assessment that needs to be completed. The time allotted for 

each aspect is as follows: 

Topic 
number 

Title 
Number of 

pages to 
read 

Topic level 
Time 

allotted 

Topic 1 Debentures defined 3 Introductory 15 minutes 

Topic 2 Types of debentures 5 Introductory 25 minutes 

Topic 3 Debentures provisions 2 Introductory 10 minutes 

Topic 4 Pricing of debentures 6 Introductory 30 minutes 

 Assessment   60 minutes 

 Total time   2.25 hours 

 

Assessment and certification 

After completion of the workshop the learner must complete an electronic assessment on the learning 

management system. 

• Form of assessment: Multiple Choice Questions 

• Number of questions: 10 questions 

• Duration: 1 hour 

• Competency mark: 70% 

 

Upon obtaining a competency mark of 70% the learning will receive a certificate of completion. The 

learner will be afforded an opportunity to re-do the workshop should a competency mark not be 

attained. 
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TOPIC 1 DEBENTURES DEFINED 

1.1 Introduction 

Debentures are a type of Debt Instrument, similar to a Bond, that companies issue in order to raise 

capital.  

The Debenture contract consist of the debenture itself and the indenture or trust deed. The Debenture 

is the primary contract between the issuer and investor and represents a promise by the issuer to pay 

interest as specified and repay the nominal value at maturity. The trust deed is a supplementary contract 

between the issuer and the trustees, who are representatives of the debenture-holders setting out the 

rights of individual debenture holders. 

Debentures can be secured, redeemable, convertible, callable, variable-rate and profit sharing. 

Debenture is mostly traded on exchange through an JSE Equity market authorised user. 

Denomination: Issued in multiples of R1 million. 

Maturity: Usually the maturity of a Debenture is between 5 and 30 years. 

Quality: Obligation of the issuer 

Issuers: Companies 

Investors: Mainly insurance companies, hedge funds, mutual funds and pension funds. 

1.2 The debenture market in South Africa 

Over the past few years, the amount of debentures listed on the JSE-DM has increased markedly.   

The corporate entities that issue debentures are many and varied in terms of industry / sector. The 

number of corporate debt instruments (of which debentures are the majority; nominal value exceeds 

R90 billion) listed on the JSE exceeds 1 500 (source: JSE). The largest issuers of debentures are the 

banks (close on R65 billion; source: JSE).  
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1.3 Suitability investing in debentures 

Debentures are suitable for investors who are looking for a fixed income derived from interest which is 

unrelated to the issuing company’s performance and for investors looking to diversify their portfolios 

across different asset classes. Companies looking to raise capital could consider doing this through 

issuing Debentures. 

1.4 Features of debentures 

The following are features of debentures: 

• Typically provide higher rates of financial return than Government Bonds or bank interest rates. 

• At the end of the lending period, issuing companies usually offer the choice of converting the 

Debentures into Shares. These are called Convertible Debentures and usually pay a lower interest 

rate to the lender (the investor). 

• Interest is paid to investors whether or not the issuing company makes a profit. 

• Debentures are transferable (from investor to investor). 

• Debentures are unsecured and only backed by the issuing company’s creditworthiness and 

reputation. The investor is lending money to a business and a Debenture carries all the risks that 

this involves. 

1.5 The debt-equity ratio  

The investor should consider the ratio in which debt is used to finance projects and capital compared to 

that used for Equity. If more debt is used to finance the company, the risk of default should be taken 

into account. 

1.6 Advantage to investors 

A Debenture has the following advantages to the investors: 

• The terms and conditions of a Debenture may be favourable to the investor. For example, a 

restrictive covenant may protect investors by limiting the risk to which the management of the 

company may expose the company. 

 

1.7 Disadvantages to investor 

A Debenture has the following disadvantages to the investor: 
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• The terms and conditions of a debenture may be unfavorable to the investor. For example, 

unsecured debentures have no preferential claim over any of the assets of the company. 

• Investors are exposed to credit risk. 

• Large denominations are unattractive to small investors. 
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TOPIC 2 TYPES OF DEBENTURES 

2.1 Plain vanilla debenture 

A fixed-interest-bearing security sold by the issuer promising to pay the holder interest (called coupons) 

at future dates (usually every six months) and the nominal (principal/face/par) value of the security at 

maturity. 

Denomination: Issued in multiples of R1 million. 

Maturity: Usually the maturity of a debenture is between 1 and 30 years. 

Quality: Government debentures are essentially risk-free within a country as they constitute evidence of 

debt of the government. Semi-gilt debentures may have a degree of credit risk. The quality of corporate 

debentures depends on the issuer. 

Issuers: The government, public corporations, local authorities, companies and banks. 

Investors: Banks, Insurance companies, hedge funds, mutual funds, trust companies and pension funds. 

Advantage to issuers 

A Debenture has the following advantages to the issuer: 

• The interest rate of fixed-rate debentures is fixed over the life of the debenture. 

 

Disadvantages to issuers 

A Debenture has the following disadvantages to the issuer: 

• If market rates fall after the debenture has been issued, the issuer may be locked into paying 

interest rates above market rates. 

Advantage to investors 

A Debenture has the following advantages to the investors: 

• A large selection of debentures in terms of quality and maturity is available to investors. 

• Debentures are a good addition to an investor’s portfolio because they are less volatile than 

equities in the short-to medium-term. 

• There is a liquid secondary market. 
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• The price of a fixed-rate security moves in an inverse relationship to a movement in interest rates. 

When interest rates fall, the price of the debenture rises to match current yields and vice versa. 

This gives investors an opportunity for capital gains. 

 

Disadvantages to issuers 

A debenture has the following disadvantages to the investor: 

• Investors can incur capital losses if interest rates increase. 

• Unless the debenture is issued by the government, investors are exposed to credit risk. 

• Large denominations are unattractive to small investors. 

 

2.2 Floating-rate Notes 

A Floating-rate Note (FRN) are debt securities of which the coupon is re-fixed periodically (usually six 

monthly) by reference to some independent pre-determined benchmark interest rate or interest rate 

index. 

In the Euromarkets, this is usually some fixed margin over 6-month LIBOR. In South Africa, securities 

have been linked to the overdraft rate, 90-day JIBAR and the rate on long-term marketable Eskom 

debentures. 

Floating-rate Notes are also known as variable-rate debentures. 

Denomination: Issued in multiples of R1 million. 

Maturity: Usually the maturity of a Debenture is between 5 and 30 years. 

Quality: Obligation of the issuer 

Issuers: The government, public corporations, local authorities, companies and banks. 

Investors: Mainly insurance companies, hedge funds, mutual funds and pension funds. 

Advantage to issuers 

A Floating-rate Note has the following advantages to the issuer: 

• If short-term rates decrease after the Floating-rate Note is issued, the issuer may fund at a rate 

lower than that of a comparable fixed-rate loan. 
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Disadvantages to issuers 

A Floating-rate Note has the following disadvantages to the issuer: 

• If interest rates increase after Floating-rate Note is issued, the issuer may incur a greater cost in 

comparison to if a fixed-rate debenture has been issued. 

Advantage to investors 

A Floating-rate Note has the following advantages to the investors: 

• Coupons are adjusted to reflect general movements in interest rates which gives investors 

protection against significant capital losses in period of interest rate uncertainty. 

• The return on floating rate notes are usually linked to short term interest rates, which can be 

attractive when short-term rates are at historically high levels. 

 

Disadvantages to issuers 

A Floating-rate Note has the following disadvantages to the investor: 

• Less opportunity for capital gains than with fixed-rate investment. 

• When the coupon is determined by reference to short-term interest rates, this may not be at the 

highest point on the yield curve in which case investors will not maximise return. 

• Unless the Floating-rate Note is issued by the government, investors are exposed to credit risk. 

• Large denominations are unattractive to small investors. 

 

2.3 Zero coupon debentures 

Zero-coupon debentures pay no coupons during the tenor of the debenture. Instead they are purchased 

at a discount and repay the debentureholder par value on maturity date. 

Strips are derived from stripping a fixed rate coupon debenture into a series of zero-coupon debentures. 

The debenture is separated into its constituent interest and principal payments, which can be separately 

held or traded. For example, a 15-year debenture paying fixed semi-annual coupons can be stripped into 

31 separate zero-coupon debentures (30 coupon payments plus the principal payment. 

Denomination: Issued in multiples of R1 million. Zero-coupon debentures derived from a strip may be 

less than R1 million. 
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Maturity: Usually the maturity of a Debenture is between 5 and 30 years. 

Quality: Obligation of the issuer 

Issuers: The government, public corporations, local authorities, companies and banks. 

Investors: Mainly insurance companies, hedge funds, mutual funds and pension funds. 

Advantage to issuers 

A Zero-coupon debenture has the following advantages to the issuer: 

• The interest cost of a Zero-coupon debenture is fixed over the life of the debenture. 

• The issuer does not have to make any payments until the debenture matures. 

 

Disadvantages to issuers 

A Zero-coupon debenture has the following disadvantages to the issuer: 

• IF interest rates increase after issuance, the issuer is locked into paying higher rates. 

Advantage to investors 

A Zero-coupon debenture has the following advantages to the investors: 

• Because there is no coupon to reinvest, a zero-coupon debenture does not have reinvestment 

risk. This is beneficial when interest rates are falling. 

• Zero-coupon debentures are more volatile than conventional debentures and are thus an 

attractive investment when interest rates fall – they can be sold prior to maturity to realise capital 

gains. 
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Disadvantages to issuers 

A Zero-coupon debenture has the following disadvantages to the investor: 

• Tax legislation may negatively impact on the attractiveness of zero-coupon debentures. If interest 

is taxed on an accrual basis the investor may experience cash outflows in respect of tax payments 

before the debenture matures. 

• Because there is no coupon to reinvest, a zero-coupon debenture has no reinvestment risk. This 

is unfavorable when interest rates rise. 

• Unless the Zero-coupon debenture is issued by the government, investors are exposed to credit 

risk. 
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TOPIC 3 DEBENTURES PROVISIONS 

3.1 Introduction 

In the previous topic we categorised debentures according to the coupon payment type. However 

debentures can also have provisions attached to them. 

The sections following consider the debentures according to provision issued in South Africa. 

3.2 Convertible debentures 

 Convertible debentures are debentures that are convertible into ordinary shares at a pre-specified price 

at the option of the investor, i.e. they may be handed over in return for equity in the issuer. Clearly the 

investor will only do so if it is profitable, i.e. if s/he is able to benefit from a rise in the share price [and 

more so than the rise in the debenture price that he may be enjoying (which is the same as a decline in 

the debenture rate)].   

 A variation of the normal convertible debenture is the contingent-convertible debenture (called “coco”), 

which arose as a result of the more stringent banking regulation which followed the 2007/09 Great 

Recession and subsequent banking / financial instability. These debentures are issued by the banks, and 

count as debt in normal times, but automatically convert to equity in the bank if capital ratios fall below 

a pre-specified level. 

3.3 Extendable debentures 

Extendable debentures are debentures where the issuer has the option to extend the term of the 

debenture beyond the (initial) maturity date for another fixed period or periods (the final maturity date). 

Because this debenture has benefits for the issuer in the form of conserving cash at the initial maturity 

date, the rate is usually somewhat higher.   

3.4 Debentures with call provisions 

Call debentures are also termed debentures with call provisions. Call debentures are plain vanilla 

debentures that have a call provision attached, i.e. the issuer has the option to repurchase the debenture 

after a stipulated period but before maturity, under certain conditions. Clearly, the issuer has the right 

but not the obligation to exercise this “option”.  
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Usually in the case of call debentures, a pre-determined cost to the issuer (advantage to the buyer) is 

included in the deal. For example, the price of a 10% p.a. coupon callable debenture issued at a price of 

100% at the time of exercise may be 110%. In this case, if the issuer calls the debenture, the holder will 

be paid a price of 110%. Clearly, the issuer will only call the debenture if the price rises to above 110%.  

 In the case of call debentures where the price is determined according to a tender, the debentures are 

called at par. This option for the issuer will ensure that the tender price will be lower than on equivalent 

term debentures that are not subject to calls.  

 There are three versions of call debentures:  

• The issuer has the option to call the entire issue,  

• The issuer has the option to call the issue in tranches,  

• The issuer has the option to call part of the issue.   

 

A number of callable debentures are listed on the exchanges of the world. Although the callable feature 

allows the issuer to refinance at a lower rate, it places a limit on the capital gains to be made by the 

investor; hence callable debentures are not favoured by investors.  

 There are also a few debentures in issue that have put options attached, i.e. the holder has the right 

(but not the obligation) to sell the debenture back to the issuer on or before a specified date under 

certain conditions.  
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TOPIC 4 PRICING OF DEBENTURES 

4.1 Standard price formula 

This formula is used to price debentures with more than six months to redemption. 

All-in price  =  Vi
d1/d2 [1/2c (an

i + e) + 100Vi
n] 

  

where   

  

d1  = number of days from settlement date to next interest date   

d2  = number of days from last to next interest date or from settlement date to next interest date 

if settlement falls on an interest date 

i  = yield at which debenture trades (percentage)  

Vi  = 1 / (1 + i / 200)   

= present value of 1 payable in 6 months’ time   

c   = coupon (percentage)  

n   = number of full six month periods from next interest date to redemption date  

an
i   = (1 – Vi

n ) / (i / 200)   

= present value of an annuity of 1 per six months, payable in arrears   

e  = 1 if the debenture is cum interest and 0 if ex interest  

  

Accrued interest = [(d2 – d1) / 365] x c     (if cum interest) 

 

Accrued interest = - (d1 / 365 x c) (if ex interest) 

 

Clean price  = all-in price - accrued interest. 
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Example 

Consider the following details:  

Coupon (payable half-yearly) = 12% p.a.   

Coupon payment dates     = 15 March and 15 September   

Redemption (maturity) date  = 15 September 2017  

Yield to maturity      = 13.5% p.a.   

Settlement date      = 20 July 2013  

Nominal value      = R1 000 000.  

  

In this example the all-in price is 99.4450610, and the consideration (amount paid) would be R994 

450.61. It will be evident that this debenture is cum interest.  

The following will be useful:  

 d1    = 20 July 2013 – 15 September 2013  = 57 days  

d2    = 15 March 2013 – 15 September 2013 = 184 days  

n    = 8  

d1/d2   = 0.30978261  

Vi    = 0.93676815  

Vin    = 0.59300306  

Vid1/d2   = 0.97996852  

ani    = 6.02958430  

All-in price  = Vi
d1/d2 x [1/2c x (an

i + e) + (100 x Vi
n)]  

    = 0.97996852 x [6.0 x (6.02958430 + 1) + 59.300306]  

    = 0.97996852 x 101.4778118  

    = 99.4450610.  
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If, however, the debenture was purchased on 20 August 2013, the all-in price would be 94.60061322 

and the consideration R946 006.13. It will be evident that this debenture is ex interest. The following 

will be useful:  

  

d1    = 20 August 2013 – 15 September 2013 = 26 days  

d2    = 15 March 2013 – 15 September 2013 = 184 days  

n    = 8  

d1/d2   = 0.14130435  

Vi    = 0.93676815  

Vin    = 0.59300306  

Vid1/d2   = 0.99081254  

ani    = 6.02958430  

All-in price  = Vi
d1/d2 x [1/2c x (an

i + e) + (100 x Vi
n)]  

    = 0.99081254x [6.0 x (6.02956430 + 0) + 59.300306]  

    = 0.99081254x 95.4778118  

    = 94.60061322.  

  

In South Africa it is also a convention to calculate and present clients with the accrued interest and 

the so-called clean price (mainly for purposes of exchange control and to calculate the so-called 

running yield). As noted above, the clean price is determined by deducting the accrued interest from 

the all-in price.   

  

In the above example the accrued interest price is equal to:    

  

Accrued interest price = (184 - 57) / 365 x c  = 4.17534.   

  

Clean price  = All-in price - accrued interest price  = 99.44506 - 4.17534  = 95.26972.  
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In the case of an ex-interest debenture, the accrued interest is negative and, in the example, above 

(with settlement 20 August) the calculations are as follows:   

 Accrued interest price   = - (d1 / 365 x c)  = - (26 / 365 x 12.0)  = - 0.85479.  

   

Clean price      = All-in price - accrued interest   

= 94.60061 – ( -0.85479)   

= 95.45540.  

 

4.2 Pricing of debentures with less than six months to redemption 

In the case of debentures with less than six months to maturity, there are only two features to consider 

in pricing. They are:  

  

• Number of days to maturity  

• The last coupon payment.  

  

 More than one month to redemption 

In this case the concept of clean price clearly does not arise because the price is termed the all-in 

price. The price of these short-term debentures is determined in terms of the following formula:   

  

All-in price (PV)  = (1 + cr / 2) / [1 + (t / 365 x ir)] 

  

where   

  

cr  = annual coupon rate   

t   = number of days from settlement date to maturity date   

ir  = interest rate (or ytm).  
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If the debenture in the above example (a reminder: maturity date 15 September 2017; coupon 12%) 

was purchased on 21 July 2017 at 11.0% p.a., its price would be as follows:  

  

All-in price    = (1 + 0.12 / 2) / (1 + (56 / 365 x 0.11))  

    = 1.04240757.  

  

The consideration, in this example would be as follows:  

  

Consideration   = nominal value x price  = R1 000 000 x 

1.0424076  = R1 042 407.60.  

  

 Less than one month to redemption 

However, if the debenture has less than one month to redemption (i.e. is ex interest), the formula 

changes to the following:  

  

All-in price (PV)  = 1 / [1 + (t / 365 x ir)]  

This is because the new purchaser does not receive the coupon and must be compensated for the loss 

of interest. Again using the above example, if the debenture is purchased on 21 August 2017 at 11% 

p.a., the all-in price would be as follows:  

All-in price (PV)  = 1 / [1 + (25 / 365 x 0.11)]  

      = 0.99252209.  
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4.3 Formula for zero coupon debentures 

  

As seen above, a plain vanilla debenture pays a series of regular coupon payments, in addition to the 

repayment of the principal (face value) at maturity. Zero-coupon debentures, on the other hand, have 

no coupon payments during the life of the debenture. They have a single payment - the principal amount 

(face value) - at maturity. A buyer purchases a zero-coupon debenture at a discount to face value and 

receives the principal/face value at maturity. Thus, the return for the investor is the difference between 

the discounted price at purchase date and the face value at maturity.  

 The PV (price) of these debentures is calculated according to the normal debenture pricing formula 

shown earlier. Thus, semi-annual compounding / discounting is assumed (in order to make them 

comparable to their plain vanilla counterparts).  

The following formula is used 

𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝑏𝑜𝑛𝑑 =  
𝑓𝑎𝑐𝑒 𝑣𝑎𝑙𝑢𝑒

(1 +  
𝑦𝑡𝑚

2⁄ )
2 𝑋 𝑦𝑒𝑎𝑟𝑠 

  

Example  

Calculate the price of a zero-coupon debenture with a face value of R1 million, a term to maturity of 

3 years and a yield of 9% p.a. 

 = R1 000 000 / [1 + (0.09 / 2)]3x2  

  = R767 895.81.  

 

 

 

 


