
Finance- Lecture 4- Debt (Chp 6) 

What is debt? 

Debt- debt is an amount of money borrowed today from a lender to be repaid in the future.  

It is a contractual obligation (legal contract with another party), which commits the borrower to 

interest and principal repayments.  

Interest payments are a business expense and are tax deductable.  

 Default is failure to meet the required payments when due.  

o This is one of the risks associated with debt finance.  

Distinguishing features of debt 

 Maturity 

o Short-term or long-term debt 

 Security 

o Secured or unsecured  

A security on a loan can be a house. This means that if the debtor continues to default on the loan 

the lender can take the house as a form of security on the loan. 

 Ranking 

o Senior of subordinate  

Seniority indicates preference in position over other lenders. In the event of a default, holders of 

subordinated debt must give preference to other specified creditors. Senior- Banks.  

 Interest Rate 

o Fixed, variable or a combination 

 Repayment pattern 

o Interest only, principal and interest, capitalised interest. 

 Currency 

o Domestic (AUD), foreign  

 Source  

o Markets (domestic, foreign) or financial institutions 

Ways lenders (owners of the debt) protect against loss 

 Secured debt 

o Specific charge over an asset. Eg. House 

Mortgage over real property 

o Circulating asset (or floating charge) 

General asset; not specified in the agreement. 

 Loan agreements 

o Positive and negative covenants 

Stating things that company’s (debtors) can and cannot do.  

 Guarantees 

o Eg. If you cannot pay your debts, you guarantee that a third party can do so 

(eg government).  

 

 

 



Bills of exchange and bill valuation 

When a corporation wishes to borrow money on a short-term basis, it usually does so by issuing or 

selling, either bills of exchange or promissory notes.  

 Government short-term borrowing is undertaken by selling Treasury notes.  

Bill of Exchange, features and pricing 

A bill of exchange is a negotiable instrument that is simply a document saying that ‘X’ will pay an 

amount of money to the holder of the bill at a future date.  

These are discount securities because the price received is less than the face value.  

o The difference between the face value and the present value represents the interest 

amount.  

Legally covered by the Bills Of Exchange Act 1909.  

Definition- ‘An unconditional order in writing, addressed by one person to another, signed by the 

person giving it, requiring the person to whom it is addressed to pay on demand, or at a fixed or 

determinable future time, a sum certain in money to or to the order of a specified person, or to 

bearer’.  

 Ownership of the bill is with the holder (bearer) and can be passed on (sold) to another 

person.  

 A bill does not explicitly pay interest, but rather the borrower will receive something less 

than the face value of the bill, with the difference being the ‘interest’ the lender earns on the 

bill.  

Face value- the principal amount that is repaid at the end of the term. Also called par value.  

Because the amount received is less than the face value, bills are called discount instruments.  

Maturity- date on which the principal amount is paid. The number of days until the face value is 

paid is called the bill’s time to maturity.  

Bills are all short-term instruments and are normally issued for a period of 30, 60, 90 or 180 days.  

Bill values and yields 

In understanding the cash flows from a bill, remember that the face value always stays the same.  

 As time passes the bill’s price/current value (i.e. the present value of its face value) 

increases and will equal the face value at maturity.  

Bills are issued with face values of $500 000 or $1 000 000. 

To determine the value of a bill at a particular point in time, we need to know the number of days 

remaining until maturity, the bill’s face value and the current market interest rate for bills with 

similar features.  

Yield- the rate of return required in the market.  

Formula 

PV = FV ÷ (1 + rt)  

o PV = present value, or price  
o FV = future value, or face value  
o r = interest rate  



o t = time to maturity 

Also written as, PV = 
𝐹𝑉

(1+
𝑟

365
 𝑋 𝑡)

 

Parties to a bill of exchange- the drawer, the acceptor and the discounter (endorser) 

Drawer 

 The party that wants to borrow the funds 

 Draws up the bill and is required to sign the face of the bill 

 The drawer's liability is secondary to the acceptor  

o If the acceptor dishonours payment the drawer will compensate the holder  

 Liability to repay the bill is the responsibility of the acceptor  

o The drawer agrees to repay the acceptor 

Acceptor  

 Agrees to pay the face value of the bill at maturity.  

o They retire the bill once it has been paid. 

 The acceptor is guaranteeing payment of the bill to the holder and it is because of the 

acceptor’s financial strength (credit rating) that the holder is prepared to buy the bill.  

 Will charge a fee to the drawer for performing the service.  

Discounter/Holder 

 The party that initially lends the funds and purchases the bill 

 They buy the bill at a discount to its face value  

o Initially provides cash to the drawer  

 The discounter may sell the bill before maturity  

o If they sell the bill they must endorse it  

 The bill can be traded until it mature 

 

 

 

                   

 

 

 

 

The Drawer draws up a bill, he then has to find an acceptor for the bill. Once the bill is accepted, 

the drawer has to find a discounter to buy the bill. The discounter lends the drawer the money, in 

exchange for the bill.  

At the maturity date, the current holder of the bill with approach the acceptor for repayment. The 

acceptor is liable to pay the face value of the bill to the current holder and will recover the money 

from the drawer.  

Refer to figure 6.2 for a figure of the repayment process.  

Drawer  Discounter  Acceptor 

Discounter lends the drawer an 

amount of money in exchange 

for the bill.  

Has bill accepted 

by;  
Drawer has bill 

discounted by;  



 

 

 

Other short-term funding instruments 

Promissory notes- are promises to pay a lender an amount of money in the future and issued for 

short terms. 

The default risk (risk of not being repaid) of promissory notes depends on the financial strength of 

the issues.  

o Unconditional promise 

o No acceptor in promissory notes issues 

o The valuation for this note is the same as a bill of exchange 

Bank overdraft- is an agreement under which a firm is authorised to overdraw its bank account by 

a specified amount.  

An overdraft can be terminated by the bank with 24 hours’ notice, therefore it is an indefinite loan 

Long-term debt 

Money can be borrowed on a long-term basis from the public or financial institutions.  

o The borrower is the issuer, or debtor 

o The lender is also called the creditor.  

Companies and governments issue debt securities to the public known as bonds. 

Australian bond market dominated by government issued debt.  

Bonds and Bond Valuation 

When a corporation (or government) wishes to borrow money from the public on a long-term 

basis, it usually does so by issuing, or selling, debt securities – typically referred to as bonds (also 

called debentures or unsecured notes.  

 

 

Bond features and prices 

A bond is an interest only loan; meaning that the borrower will pay the interest every period, but 

none of the principal will be repaid until the end of the loan. 

o Coupon- stated, regular interest payments made on a bond. 

Not all bonds have coupons. These are known as zero coupon bonds.  

The ASX operates a small corporate bond market. Treasury bonds are not traded on an organised 

exchange.  

o Face value- the principal amount of a bond that is repaid at the end of the term. Also called 

par value. 

o Coupon rate- the annual coupon divided by the face value of a bond.  

o Maturity- date on which the principal amount of a bond is paid  

 



Bond values and yields 

The value of the bond will fluctuate over time due to the change in interest rates. 

o When interest rates rise, the present value of the bond’s remaining cash flow declines, and 

the bond is worth less. 

o When interest rates fall, the bond is worth more. 

Prices and yields move in the opposite direction.  

To determine the value of a bond at a particular point in time, we need to know the number of 

periods remaining until maturity, the face value, the coupon (PMT) and the current market interest 

rate.  

Yield to maturity (YTM)- the interest rate on a bond required in the market. The (i) of the bond. The 

discount rate which equates the present value of all future coupon payments and the face value 

with the market price.  

Valuing a bond requires;  

o The face value (F) 

o The coupon payment (C)  

o The market interest rate (r) 

o The number of coupon payments to maturity (t)  

The annual coupon is the coupon rate multiplied by the face value.  

PV of a bond (PV of the face amount) 

             PV of an annuity formula (PV of the coupons) 

  

 Discount bond- a bond selling for less than face value 

o If coupon rate < Yield, the price < Face value  

Occurs when the market rate is greater than the coupon rate.  

 Premium bond- a bond selling for more than face value 

o If coupon rate > Yield, then price (market rate) > Face value 

 Par bond- market price equals face value 

o If coupon rate = Yield, the price = Face value 

 



Interest rate risk- the risk that arises for bond owners from fluctuating interest rates 

How much interest rate risk a bond has depends on how sensitive its price is to interest rate 

changes. This sensitivity directly depends on two things; the time to maturity and the coupon rate.  

1. All other things being equal, the longer the time to maturity, the greater the interest rate risk.  

2. All other things being equal, the lower the coupon rate, the greater the interest rate risk.  

The trust deed- the written agreement between the corporation and the lender detailing the terms 

of the debt issue.  

It is a legal document.  

 Registered form- the form of bond issue in which the registrar of the company records the 

ownership of each bond; payment is made directly to the owner of record.  

 Bearer form- the form of bond issue in which the bond is issued without record of the 

owner’s name; payment is made to whoever holds the bond. 

Security 

Debt securities are classified according to the collateral and mortgages used to protect the 

bondholder. 

Collateral- is a general term that frequently means securities (for example, bonds and shares) that 

are pledged as security for payment of debt.  

Mortgage securities- are secured by a mortgage on the real property of the borrower. The property 

usually involved is real estate, for example land or buildings. Under a mortgage trust deed (legal 

document). 

Unsecured note- an unsecured debt, usually with a maturity under 10 years. No specific pledge of 

property is made.  

Debenture- a secured debt, usually with a maturity of between 2 and 10 years.  

The call provision 

An agreement giving the corporation the option to repurchase the bond at a specific price before 

maturity. Corporate bonds can be called.  

Call premium- the amount by which the call price exceeds the par value of the bond.  

Uncommon in Australia 

Protective covenant  

A part of the trust deed or loan agreement that limits certain actions a company might otherwise 

wish to take during the term of the loan.  

Two categories;  

Negative covenant; is a ‘thou shall not’ type of covenant. It limits or prohibits actions that the 

company might take. Eg firm must limit the amount of dividends given out. 

Positive covenant- is a ‘thou shall’ type of covenant. It specifies an action that the company agrees 

to take or a condition they must abide by. Eg company must maintain any collateral or security.  

 

 

 


