

CHAPTER 2PRIVATE 


CORPORATE DEBT SECURITIES

2.1 INTRODUCTION
With  the many different types of investor and borrower needs, it is not surprising to find a large number of securities available in the financial market.  In this chapter we examine the various types of corporate debt instruments by describing each in terms of the nature of the instrument, its features, and the markets where it is traded.  

2.2 FINANCING CORPORATE ASSETS
When a corporation acquires a new plant, another corporation, or other real assets, it can finance the investment either internally or externally.  With internal financing, the company retains part of its earnings which otherwise would go to existing shareholders in the form of dividends, while with external financing the company generates funds from outside by selling new shares of stock, selling debt instruments, or borrowing from financial institutions.


From the corporation's perspective, decisions on internal versus external financing often depend on the dividend policy it wants to maintain and the cost of raising funds from the outside.  The company's choice of financing with debt or equity, in turn, depends on the return‑risk opportunities management wants to provide its shareholders.  Since debt instruments usually have provisions which give creditors legal protection in the case of default, the rate  corporations are required to pay creditors (debt) for their investments is smaller than the rate their shareholders (equity) require.  As a result, a firm which tends to finance its projects with relatively more debt than equity (i.e., a leveraged firm) benefits its shareholders with the relatively lower rates it pays to creditors.  In addition, debt financing also has a major tax advantage to corporations: the interest payments on debt are treated as an expense by the Internal Revenue Service (IRS), and are therefore tax deducible, while the dividends a corporation pays shareholders are not tax deductible.  The relatively lower rates required by creditors and the tax advantage of debt make debt financing cheaper than equity financing for a corporation, all other things being equal.  The lower rates on debt, though, are not without costs.  Unlike equity financing in which funds are paid to shareholders only if they are earned, the obligations of debt instruments are required by law to be made.  Thus, if a company has a period with poor sales or unexpected high costs and as a result fails to meet its interest and/or principal payments, the creditors can sue the company, forcing them to sell company assets to meet their obligations.


When a corporation decides to finance its  assets  with  debt  it  will  do  so  either by selling corporate bonds or notes or by securing a loan from a financial institution.
  The large corporations, whose credit standing is strong, prefer to finance their long‑term and intermediate‑term assets by selling corporate bonds and notes or new common or preferred stock, and they often finance their short‑term assets by selling commercial paper.  These securities, in turn, offer different investment features to investors.  In the next three sections we will examine these features and the markets for corporate bonds and  commercial paper. 

2.3 CORPORATE BONDS
A corporate bond is a debt obligation with an original maturity of over five years, while a corporate note has an original maturity of less than five years.  Since bonds and notes are similar we will refer to both as corporate bonds.

2.3.1 Indenture
A corporate bond is accompanied with an indenture.  An indenture is the contract between the borrower and the lender (all the bondholders).  The document is usually very extensive (200 pages or more), detailing all the characteristics of the bond issue, including the time, amounts, manners in which interest and principal are to be paid, the type of collateral, and all restrictive covenants or clauses aimed at protecting the bondholders.  In addition to the indenture, a prospectus is also prepared.  This smaller document is a summary of the main provisions included in the indenture.


The terms of the  bond indenture are enforced by a third party ‑‑ the trustee.  A trustee is any legal person or entity (often a commercial bank) who is selected in accordance to certain security laws to represent the bondholders.  The  trustee has three major responsibilities: (1) bond certification, which entails ensuring that the bond issue has been drawn up in accordance with all legal requirements; (2) overseeing the issue, which requires ensuring the bondholders that the issuer is meeting all of the prescribed functions specified in the indenture; and (3) taking legal action against the corporation if it fails to meet its interest and principal payments or satisfy other terms specified in the indenture.

2.3.2 General Features of Corporate Bonds
The  characteristics of most security issues can be explained by the real assets they are financing.  For example,  to finance a $200 million steel plant, with an estimated economic life of 20 years and a projected annual profit of $25 million, a steel company might sell 200,000 corporate bonds, with each promising to pay $100 each year for 20 years plus a principal of $1,000 at maturity.  Given the wide variety of assets, many of the differences in corporate bonds can be explained by examining their general characteristics.  These include their rates of return, principal payments, maturities, call features, and collateral.

Rate of Return
As noted in Chapter 1, a bond can provide an investor with a rate of return or yield through coupon interest and/or the difference in the principal or selling price and the price paid for the instrument.  The coupon interest is the fixed amount the issuer promises to pay each period.  The amount is generally quoted as a proportion of the principal or par value.  For example, a $1,000 par value bond with a 10% coupon would pay 10% of par or $100 per year.  Most corporate bonds pay coupon interest semiannually; thus the 10% coupon bond would actually pay $50 every six months.  The method of payment on coupon interest varies depending on whether the bond is coupon or registered.  A coupon bond is one that has a series of coupons attached to the bond certificate, which the holder cuts out at specified times and sends to a designated party (trustee or bank) for collection.  In the case of coupon bonds, ownership is easily transferred by the endorsement of the bond.  In contrast, the interest on registered bonds is paid by the issuer or a third party (usually the trustee) to all bondholder who are registered with issuer or the trustee.  If the bond is sold, the issuer or trustee must cancel the name of the old holder and register the new one.


In addition to coupon interest, a bond may also provide an additional return if it can be bought at a discount: that is, the price paid is less than the face value or principal.  In this case, the actual rate earned by the investor is higher than the coupon rate.  In contrast, a bond would earn an actual rate less than the coupon rate if it sold at a premium: that is, at a price above the par value.  Finally, some corporate bonds provide a rate of return only with their discount and do not pay any coupons.  As noted in Chapter 1, bonds  which pay no coupon interest are referred to as zero discount bonds or as pure discount bonds.
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It should be noted that when an investor buys an existing bond in the secondary market, she usually does so between coupon payment dates.  As a result, the invoice price the investor pays for the bond includes the price agreed upon by the buyer and seller and also any accrued interest.  Accrued interest is the interest earned from the last coupon date to the settlement date of the bond.  It is computed as:

Maturity
The maturities of corporate bonds vary from intermediate or medium term bonds with original 

maturities of five years or less to long‑term bonds with maturities of over five years.  Today, the rapid change in technology has led to more corporate bonds being issued with original maturities averaging 

15 years.  This contrasts with the 1950s and 1960s when the original maturities on corporate bonds ranged from 20 years to 30 years.  The trend in the 1980s and 1990s towards shorter maturities on corporate bonds is reflected by the growth in medium‑term notes (MTNs) during that period.  Developed by Merrill Lynch, these corporate instruments are often sold on a continuing basis to investors who are allowed to choose from a group of bonds from the same corporation, but with different maturities.  The market for MTNs has grown from a $3.8 billion market in 1982 to a $400 billion one in 1990.

Call Feature
A call provision in an indenture gives the issuer the right to redeem some or all of the issue for a specific amount before maturity.  Such features are quite common on corporate bonds.  The provision usually requires that the company redeem the bonds at a price greater than the par value. The additional amount is defined as the call premium.  Often companies will let the premium be equal to one year's interest for the first year if the bond is called, with the premium declining thereafter.  For example, a 10‑year, 10%, $1,000 par value bond might be called the first year at a call price of $1,100 ($100 premium = [.10][$1,000]), the second year for $1,090 ($90 premium = [9/10][.10][$1,000]), and so on, with the premium rate declining by 1/10 each year.


A call premium is to the advantage of the issuer.  For example, during a period of high interest rates a corporation might sell a 20‑year callable bond, with a 12% coupon rate at its par value of $1,000.  Suppose two years later, though, interest rates on all bonds dropped and bonds similar to this corporation's were selling at a 10% rate.  Accordingly, the  company might find it advantageous to sell a new 18‑year, 10% callable bond with the funds of the new issue used to redeem the 12% issue.  If a company decides to call its bond issue, it would send a notice of redemption to each holder and then at a specified time a check equaling the call premium.


To the investor, a bond being called provides a benefit to the extent that the call price exceeds the par value.  However, if a bond is called, the investor is forced to reinvest her proceeds in a market in which rates are generally lower.  Consequently, on balance call provisions tend to work against the investor.  As a result, the issuer, in addition to the call premium, might provide the investor with some call protection.  A deferred call feature, for example, might be included which would prohibit the issuer from calling the bond before a certain period of time has expired. Similarly, while it is often standard for the entire issue to be called, provisions could be included in which only a certain proportion of the bonds issued could be called for a specified period, possibly with those selected to be determined by the trustee by lot.

Principal
While some corporations do issue high denomination bonds (particularly if the issue is privately placed), many sell their bonds with a par value or principal of $1,000, that is usually paid at maturity.  This contrasts with mortgage and consumer loans made by financial institutions.  These loans are usually fully amortized, meaning that the borrower makes payments for both interest and principal during the life of the loan such that the loan is gradually repaid by installments before maturity arrives.

Sinking Fund
While most corporate bonds are not amortized, many issues have a sinking fund provision specified in the indenture aimed at reducing the investor's concern over the payment of principal. A sinking fund is a provision requiring that the issuer make scheduled payments into a fund.  The fund is often maintained by the trustee, with the trustee responsible for ensuring that the issuer makes the payments.  The sinking fund agreement may also include a provision requiring an orderly retirement of the issue.  This could be handled by either the company or the trustee calling a certain percentage of bonds each year at a stipulated call price, with the called bonds being selected by the trustee in a lottery.  Alternatively, the sinking fund arrangement might specify that the issuer must buy up a certain portion of bonds each year in the secondary market or call the bonds at a specified call price.


An alternative to a sinking fund is the issuance of a serial bond.  This bond issue consists of a series of bonds with different  maturities.  In general, serial bonds and sinking fund arrangements are designed to provide the investor with some assurances that the issuer will be able to meet his principal payments. Often these arrangements are mandatory in which a failure to meet the terms of the arrangement constitutes a default.

Collateral
In most loan, the lender, whether it be a financial institution or bondholder, has three questions to pose to a borrower: What does she need the money for?  How much does she need?  What does she plan to do if her idea doesn't work?  The latter question usually translates into the type of security or collateral the borrower intends to pledge in order to pay the lender if she is unable to meet her interest and principal obligations.  In the case of corporate bonds, a secured bond is defined as one that has a lien giving the bondholder, via the trustee, the right to sell the pledged asset in order to pay the bondholders if the company defaults.  Secured bonds can be differentiated in terms of the types of liens or collateral pledged and the priority of the lien.

Types of collateral

Assets that can be used as security are either real, financial, or personal.  A mortgage bond and an equipment trust bond are bonds secured by real assets.  A mortgage bond has a lien on real property or buildings, while an equipment trust bond has a lien on specific equipment, such as airplanes, trucks, or computers.  Usually equipment trust bonds are secured by one piece of property (e.g., truck) and often are named after the security (e.g., truck bond).


The most common type of corporate bond secured by a financial asset is the collateral trust bond.  This bond is secured by a lien on the company's holdings of other company's stocks and bonds, government securities, and other financial claims.  In setting up the security arrangements, the securities are usually placed with the trustee, with provisions allowing for new securities to replace old ones, as long as the value of the securities is maintained.


Finally, a company might secure its debt with personal property, such as the corporation's cash or liquid assets, accounts receivables, or inventory.  Since these assets are short term in nature, they are usually used as collateral for short‑term debt obligations.

Priority of Claims

In designating an asset as collateral, it is possible for a company to have more than one bond issue or debt obligation secured by that asset.  When this occurs, bonds and debt obligations must be differentiated in terms of the priorities of their claims.  A senior lien, or first lien, has priority over a junior lien (second or third lien).  Thus, if a company defaults and the real property pledged is sold, the senior bondholders would be paid first, with the second or third lien holders being paid only after the senior holders have been paid in full.


Closely associated with priorities in claims are clauses in the indenture which specify the issuer's right to incur additional debt secured by the assets already encumbered.  At one extreme, there are closed‑end bonds (usually mortgage bonds) which prohibit the company from incurring any additional debt secured by a first lien on the assets already being used as security.  For example, a company with a processing plant and land valued at $6 million might use those assets as security for a $4 million bond issue.  If the issue were closed‑ended, then no other debt obligation with first liens could be obtained.  In contrast, an issue silent on this point is an open‑end bond  which allows for more debt to be secured by the same collateral.  Thus in the preceding case, if the company were to later sell a $2 million bond issue, it could secure the new debt with the $6 million plant and land assets, provided the earlier issue was open‑end.  In turn, if the company were to default and the assets were sold for only $4 million, then the first bondholders would receive only 66 cents on each dollar of their loan, compared to a dollar on a dollar if the issue had been closed‑end.

 
Because of the adverse effects to investors, most open‑end bonds include certain covenants which limit the amount of additional indebtedness the company can incur.  A typical case is an open‑ended bond accompanied with an after‑acquired property clause.  This clause dictates that all property or assets acquired after the issue  be added to the property already pledged.  Finally, within the extremes of open- and closed‑end bonds are bonds with limited open‑end clauses which allow the company to incur additional debt secured by assets up to a certain percent of the pledged asset's value.

Debenture

Many corporations sell bonds that are unsecured.  Such bonds are defined as debentures.  While such instruments lack an  asset‑specific collateral, they still make the holder a general creditor.  As such, the bondholder's  claim is protected by assets not already pledged.  Debentures are often issued with a number of protective covenants.  For example, the indenture might include a restriction on additional debt that can be incurred or specifications that new debt can only be incurred if earnings grow at a certain level or if certain financial ratios are met.  Also, some debentures are sold with credit enhancements  in the form of letters of credit or other payment guarantees by another party.  Finally, debentures are often defined by priorities.  Typically debentures are classified as either subordinate or unsubordinate.  In the case of liquidation, a subordinate debt (junior security) has a claim only after an unsubordinate claim (senior claim) has been met.  Accordingly, a debenture can be made subordinate to other claims such as bank loans or accounts payable.  Generally, subordination is the result of the terms agreed to by the firm in its other debt obligations.  For example, a bank might require that all future debts of a company be made subordinate to its loans.

2.3.3 Corporate Bonds With Special Features
The discussion to this point has focused on the general characteristics of corporate bonds.  Many corporate bonds also have special features included in their covenants which make them more identifiable with stocks, options or other securities.

Income Bonds
Income bonds  are instruments which pay interest only if the earnings of the firm are sufficient to meet the interest obligations; principal payments, however, are required.  These  bonds are often issued by new companies who want to minimize the risk of bankruptcy or companies who have been reorganized because of financial distress.  In general, because the interest payments are not required unless earnings hit a certain level, income bonds are similar to preferred stock.  In fact, many income bonds have the cumulative dividend feature of preferred stock: if interest is not met, it accumulates.  Similarly, some income bonds permit voting or limited voting rights (usually if interest is not paid).  Unlike preferred stock, though, income bonds do provide corporations with the tax advantage of interest deductibility.  Finally, income bonds often include such features as sinking fund arrangements and convertibility to the company's stock.

Participating Bonds
Participating bonds provide a guaranteed minimum rate, as well as additional interest up to a certain point if the company achieves a certain earnings level.  Like income bonds, participating bonds are similar to preferred stock, except for the interest deductibility benefit.  However, for obvious reasons participating bonds are not very popular to shareholders.  As a result such bonds are very rare.

Deferred Coupon Bonds
Some corporations sell bonds with a deferred coupon structure  which allows the issuer to defer coupon interest for a specified period.  Included in the group of deferred coupon bonds are deferred‑interest bonds, reset bonds, and payment‑in‑kind bonds.  Deferred‑interest bonds are sold as discount bonds, with the coupon interest deferred for a specified period.  Reset bonds, in turn, start with a low coupon interest, which is later increased.  Finally, payment‑in‑kind bonds give the issuer the right to either pay coupon interest on an interest payment date or give the bondholder a new bond.

Bonds with Warrants
A warrant is a security or a provision of a security which gives the holder the right to buy a specified number of shares of stock or another designated security of the issuer at a specified price.  It is a call option issued by the corporation.  As a sweetener, some corporate bonds are sold with warrants.  Often, the warrant can be detached from the bond and sold separately.

Convertible Bonds
A convertible bond is one which has a conversion provision which grants the bondholder the right to exchange the bond for a specified number of shares of the issuer's stock.  A convertible bond is similar to a bond with a nondetachable warrant.  Like a regular bond, it pays interest and principal, and like a warrant, it can be exchanged for a specified number of shares of stock.  Convertible bonds are often sold as a subordinate issue by smaller, riskier companies.  The conversion feature of the bond, in turn, serves as a sweetener to the bond issue.

Putable Bonds
A putable bond or put bond gives the holder the right to sell the bond back to the issuer at a specified price.  In contrast to callable bonds, putable bonds benefit the holder:  If interest rates increase and as a result the price of the bond decreases below the specified price, then the bondholder can sell the bond back to the issuer and reinvest in a market with higher rates.

Floating‑Rate Notes
During the high and often volatile interest‑rate period of the late 1970s and early 1980s, a number of companies began selling floating rate notes (FRNs).  Similar to variable rate loans offered by financial institutions, FRNs pay a coupon rate which can vary in relation to another bond or formula (often the rates on Treasury securities).  Typically, such notes are first fixed for a specified period, after which they are adjusted so that they are equal to a certain percentage of a specified rate (e.g., Treasury‑bill rate).


FRNs were first introduced in 1974 by Citicorp.  They initially sold a note which set a minimum rate of 9.7% for 10 months and then was allowed to be adjusted semiannually to be one percent above the rate on a three‑month Treasury-bill.  Subsequently, Standard Oil, Georgia Pacific, and other corporations issued FRNs.  Since  these corporations issued the notes during a high interest rate period where there was some expectation of an interest rate decline, the issues often were sold with sweeteners, such as convertibility to stock, a put option, a minimum rate, or a drop‑lock rate (i.e., a rate which will be fixed if it is hit).

Voting Bonds
As the name indicates, voting bonds give voting privileges to the holders.  The vote is usually limited to certain corporate decisions or only under certain conditions.

Guaranteed Bonds
Bonds issued by one company and secured by another company or economic entity are defined as guaranteed bonds.  The other entity could be a state or local government, a governmental agency, a financial institution, the parent company, or another company securing the issue in return for an option on an equity interest in the project the bond is financing.

Assumed Bonds
An assumed bond is one whose obligations are taken over or assumed by another company or economic entity.  In many cases such bonds are the result of a merger.  That is, when one firm takes over or buys a second firm, the second firm usually loses its identity (legally and in name).  As a result, the first company takes over the liabilities of the second.  Accordingly, the bonds of the second are assumed by the first firm's promise to pay, often with additional security pledged by the first company in order to allay any fears of the creditors.

2.4 BANKRUPTCY
One of the main risks that an investor assumes when she buys a bond is the chance the issuer will default.  If a corporation defaults, the amount the investor receives depends, in part, on the security pledged and the priority of the claim; however, equally important is how the bankruptcy is handled.


A company is considered bankrupt if the value of its liabilities exceeds the value of its assets; it is considered in default if it cannot meet its obligations.  Technically, default and bankruptcy are dependent.  On the one hand, a company with liabilities exceeding assets (bankrupt) will inevitably be in default when the future income from its assets is insufficient to cover future obligations on its liabilities. On the other hand, a company presently unable to meet its current obligations will, if conditions persist, have its assets priced less than their values.


When a company defaults on its obligations to bondholders or other creditors, the company can voluntarily file for bankruptcy with the courts; the bondholders (via their trustee) and other creditors can sue for bankruptcy; or both parties can try to work out an agreement.  In the first two cases, the court will decide whether the assets should be liquidated or whether the company should be reorganized.  In the third case, the parties can settle by extending or changing the composition of the debt.


If the court decides on asset liquidation, creditors with security pledged will receive, to the extent possible, the par value of their debt from the proceeds of the sale of the secured assets. Next the sale of unsecured assets and any excesses from the secured assets' sale will be used to satisfy priority creditors ‑‑ uninsured claims, taxes, rents, and labor expenses. Finally, what is left is used to pay unsecured creditors, followed by shareholders.


Alternatively, if a court decides that the value of the company's operation is worth more if it continues as a business than if it is liquidated, then, under the provisions specified in Chapter X of the federal bankruptcy act, the court may order a reorganization.  For reorganization to be feasible (or preferable to liquidation), the causes of the firm's insolvency must be rectified and the prospects of a profitable future must be defended.  Moreover, to achieve profitability, reorganization often requires a restructuring of the debt.  When this occurs, creditors are usually given new claims on the reorganized firm that are at least equal in value to an amount estimated to be received if liquidation had occurred.  This could take the form of debenture holders receiving long‑term income bonds, stock, or convertible bonds, and short‑term creditors receiving long‑term claims.


The third alternative is for the borrowers and lenders to reach some agreement with minimum court interference.  Under Chapter XI of the Federal Bankruptcy Act, such agreements can take the form of the debt obligations being extended or composed (reduced or changed). If such a voluntary settlement can be reached, the company will continue operations and legal involvement, as well as cost, will be minimized. In summary, the amount of funds the bondholder will ultimately receive if the issuer defaults depends on whether the bankruptcy is handled through a liquidation, reorganization, or a voluntary settlement.

2.5 QUALITY RATINGS
Many large institutional investors have their own credit analysis departments to evaluate bond issues in order to determine the abilities of companies to meet their contractual obligations.  However, individual bond investors, as well as some institutional investors, usually do not make an independent evaluation of a bond's chance of default.  Instead, they rely on bond rating companies.  Currently, there are five major rating companies in the United States: Moody's Investment Services, Standard and Poor's, Fetch Investors Service, Duff and Phelps, and McCarthy, Crisanti, and Maffei.


Moody's and Standard and Poor's are the two most widely used companies.  Both companies evaluate bonds by giving them a quality rating in the form of a letter grade (see Exhibit 2.5-1).  The grades start at `A' with three groups:  Triple A bonds (Aaa for Moody's and AAA for Standard and Poor's) for the highest‑grade bonds, double A (Aa or AA) for bonds which are considered prime, single A for those considered high quality.  Grade A bonds are followed by `B' rated bonds, classified as either triple B (Baa or BBB), which have a medium grade, double B (Ba or BB), and single B.  Finally, there are C‑grade and lower-grade bonds.  Moody's also breaks down bonds by using a 1, 2, and 3 designation, while Standard and Poor's does the same with a plus or minus designation.


In interpreting these ratings, triple A bonds are considered to have virtually no default risk, while low B- or C‑rated bonds are considered speculative with some chance of default.  The latter bonds are referred to as junk bonds.

2.6  THE MARKETS FOR CORPORATE BONDS
2.6.1 Primary Market 

New corporate bonds are sold either in the open market or privately-placed to a limited number of investors. Bonds sold in the open market (open market sales) are handled through investment bankers.  Investment bankers may underwrite the issue themselves or with other investment bankers as a syndicate, or they may use their best effort: selling the bonds on commission at the best prevailing price.


The way a company chooses to offer an issue to the public depends, in part, on the size of the issue and the risk of a price decrease during the time the issue is being sold.  For relatively strong companies, the investment banker often underwrites the issue: buying the issue at an agreed‑upon price and then selling it in the market at hopefully a higher price.  Such an agreement is referred to as a firm commitment.  The issuer may choose the investment banker or syndicate, either individually or by a bid process, selecting the underwriting group with the highest price.
  With an underwriting arrangement, the selected investment banker will try to profit from the spread between the selling price (retail) and the price paid to the issuer.  The spread represents the floatation cost to the issuer; it is usually less than 1% of the total value of the issue.


When a new issue is underwritten, the investment banker underwriting the issue bears the risk that the price of the issue could decrease during the time the bonds are being sold.  A classic example illustrating such risk was the $1 billion bond issue of IBM in 1979.  This issue was underwritten by a syndicate just before the announcements by the Federal Reserve System (Fed) of a major change in the direction of monetary policy.  The Fed announcement, in turn, led to a substantial increase in interest rates and a decrease in bond prices, causing substantial losses for the underwriters.  To avoid such underwriting risk, the investment banker may choose to sell the issue on a best‑effort basis or use a combination of underwriting and best effort by using a standby underwriting agreement.  In this agreement, the investment banker sells the issue on a commission, but agrees to buy all unsold securities at a specified price.


Before the issue is sold to the public, the issuer must file registration statements with the Security Exchange Commission, SEC.  These statements include the relevant business and financial information of the firm.  Once the company has registered, it must then wait while the SEC verifies all the information.  Typically the investment banker uses this period to advertise the offering and to distribute to potential buyers a preliminary prospectus called a red‑herring which details all the pertinent information the official prospectus will have, except the price.  Finally, after the registration statements have been confirmed by the SEC, the indenture and prospectus become official and the investment banker offers the issue for sale.


In selling the bond issue, the investment banker often forms a selling group.  This group consists of the investment banker who, as an underwriter, acts as a wholesaler (or initial distributor if best‑effort is being used) by selling the issue to a number of dealers who, in turn, sell to their clients.  The arrangements between the investment banker and the selling group are usually specified in a selling group agreement (which is usually described in the prospectus). The agreement usually specifies the period of time the members of the group have to sell their portion of the issue, commissions, and restrictions such as prohibiting members from selling below a certain price.


In summary, the floating of a bond issue can be quite complex, involving the preparation of an indenture, the selection of a trustee, and the formation of a selling group.  Since 1982 some corporation have been able to simplify this process, as well as reduce the floatation costs of issuing bonds, by taking advantage of the Security Exchange Commission's Rule 415.  Known as the `shelf registration rule', this rule permits companies to gradually sell securities over a two‑year period after they have been initially registered.  To minimize cost, a company planning to finance a number of projects over a period of time, could register a large issue, then sell parts of the issue at different times.


During the 1980s an increasing proportion of new corporate bonds were sold through private placement.  As of 1991, private placement represented about 25% of the total number of new corporate bond issues.  Because they are sold through direct negotiation with the buyer, privately-placed bonds usually have fewer restrictive covenants than publicly issued ones, and they are more tailor-made to both the buyer's and seller's particular needs. Historically, one of the disadvantages of privately‑placed bonds was their lack of marketability due to the absence of an active secondary market.  In 1991, though, the introduction of SEC Rule 144A eliminated some of the restrictions on the secondary trading of privately‑placed bonds by institutional investors.  This rule, in turn, opened up the secondary market for privately‑placed bonds, making them more marketable and contributing to their popularity.


Another reason for the growth in privately‑placed bonds during the 1980s was their use in financing many of the corporate mergers and takeovers.  During this period, many corporations and investment groups sold bonds and borrowed from financial institutions to finance their corporate acquisitions.  Because privately‑placed bonds had less restrictive covenants, they were frequently used to finance these leveraged buyout acquisitions.  Moreover, many of these bonds were junk bonds, with relatively low quality ratings.  By the late 1980s, junk bonds accounted for approximately one-third of the new corporate bonds offered, with two-third of those bonds being used to finance mergers or corporate restructurings aimed at stopping a corporate takeover.

2.6.2 Secondary Market
The long‑term maturity and fixed income features of corporate bonds make them a good investment for large institutional investors.  Life insurance companies, followed by corporate and private pension funds, dominate the ownership of existing corporate bonds.


Since virtually all corporate bonds are transferable, a secondary market for corporate bonds exists.  Existing corporate bonds are traded on the major organized exchanges (New York Stock Exchange (NYSE), American Stock Exchange (AMEX) and regional exchanges).  Much of the trading of existing corporate bonds, though, takes place on the over‑the‑counter (OTC) market, where it is handled by brokers and dealers specializing in certain types of issues.  Here dealers buy and sell existing corporate bonds to and from life insurance companies, pension funds, and the like, and bond brokers arrange deals between institutions and other investors.  It should be noted that, while the amount of corporate bonds outstanding is large, the secondary market activity is somewhat limited compared to the activity in the secondary markets for stocks. The thin secondary market for corporate bonds is due to the passive investment practices of large institutions who tend to buy and hold their corporate bonds to maturity.

2.7 INFORMATION ON CORPORATE BONDS
Information on  the trading of existing corporate bonds is reported in the Wall Street Journal (WSJ) and in the financial sections of many newspapers, and information on bond yields and prices for a large number of bonds can be found in The Daily Bond Buyer and the Commercial and Financial Chronicle.  Exhibit 2.7-1 shows a listing from  the WSJ on corporate bonds traded on June 26, 1995.  As shown, the information provided includes the bond's coupon rate, maturity, current yield, and price data.  For example, the 7-3/4 07 information on American Telephone and Telegraph (ATT) bond indicates an annual coupon rate of 7-3/4% and maturity year of 2007.  The second number, 7.2, is the ATT bond's current yield.  The current yield of a bond is the ratio of its annual coupon to its closing price.  The current yield represents an estimate of the actual rate the investor will earn.  It is not, though, the bond's yield to maturity.  The 10 number shown next refers to the volume of trade on the bond that day; thus, on June 26, 1996, ten ATT bonds were exchanged.  The next number shown is the closing price of the bond.  Here the ATT bond closed at 107-7/8 of par ($1,078.75 given a par of $1,000).  Finally, the net change figure number of +1 indicates ATT's closing price is one point above its price of the previous day.


In addition to individual bond information, the WSJ also provides the Dow Jones Bond Average, (shown at the top of Exhibit 2.7-1).  This is an average of the prices of 20 corporate, 10 utility, and 10 industrial bonds.  There also are a number of bond yield indices formed by pooling several bond issues of similar characteristics and quality ratings.  One of the more popular of these is Moody's corporate bond indices which are reported in the Federal Reserve Bulletin, and Shearson‑Lehman’s indices.  These latter indices provide monthly averages of interest and capital gains for both corporate and government bonds grouped by maturity class.  Finally, detailed information on specific bonds, including their quality ratings, can be found in Moody's Bond Record and the S&P Bond Guide.

2.8 COMMERCIAL PAPER
Commercial paper (CP) is a short‑term debt obligation usually issued by a large, well‑known corporation.  As a source of corporate funds, CP is a substitute for a bank's line of credit, other short‑term loans provided by a financial institution, or the sale of short‑term assets (e.g., the sale of accounts receivable to a factor, an intermediary who buys receivables).  The proceeds from CP sales are used by some companies to finance their cash flow needs between the time when they pay workers, resource suppliers, and the like, and the time when they sell their product.  Other companies, in turn, use CP to provide their customer with financing for the purchase of their products.  Finally, some companies use CP as bridge financing for their long‑term investments.  For example, a company might sell CP to finance the construction of a plant or office building, with the CP paid off with long‑term permanent financing from a loan from a financial institution or from a bond sale.


CP buyers include  pensions,  insurance  companies, other  corporations,  governments, and money market funds.  Pensions, insurance companies, and other long‑term investors purchase CP as part of their liquidity investments.  Other corporation and state and local governments usually buy CP when they have temporary excess cash balances which they want to invest for a short period before they are needed to pay workers, accounts payable, accrued expenses, and other short‑term liabilities.  Finally, money‑market funds include CP in their portfolios with other money market securities as one of their primary investments.

2.8.1 Types of Commercial Paper
In 1995 there were approximately 700 companies selling CP, worth approximately $700 billion.  Of the total, about one-third was direct paper and the rest was dealer's paper.

Direct Paper
Direct paper is issued by large finance companies.  The finance companies include those which are subsidiaries of large companies, referred to as captive finance companies, bank‑holding companies, and independent finance companies.  As the name suggests, these issuing companies sell their paper directly to investors, instead of through dealers.  Frequently, these companies employ sales forces to place their CP with large institutional investors.  The major captive finance companies selling direct paper are General Motors Acceptance Corporation (GMAC), Ford Credit Corporation, Chrysler Financial Corporation, and G.E. Credit Corporation.  These companies use the proceeds from their CP sales to finance installment loans and other credit loans extended to customers buying the products of their parent companies.  Bank holding companies use CP sales to finance equipment purchases they lease to businesses, working capital loans, and installment loans.

Dealer Paper
Dealer paper, also called industrial paper, is CP sold by nonfinancial corporations and  bank holding companies through CP dealers.  The major CP dealers include Goldman Sachs, Shearson-Lehman,  Merrill Lynch, and Citibank Investment Brokers.  These dealers usually buy the CP from the issuer, mark it up (usually about one percent), and then resell it.

2.8.2 General Features of Commercial Paper
Most CP issues are sold on a pure discount basis, although there are some which are sold with coupon interest.  The yield on CP is higher than the yield on T‑bills.  This reflects the possible default risk associated with CP and possibly the interest deductibility of T‑bills from many state and local taxes.  The original maturities of CP range from three days (weekend paper) to 270 days, with the average original maturity being 60 days.  Almost all CP issues have maturities of less than 270 days; this reflects the desire by issuers to avoid the time‑consuming SEC registration required of bonds with maturities of more than 270 days.  Finally, CP issues are sold in denominations from $1,000 to $25,000 for dealer's paper to as much as $1 million for privately‑placed notes.


Most CP is unsecured.  The unsecured feature of CP means that there is no specific asset being pledged to secure the issue.  Many smaller companies, though, often obtain a letter of credit from a bank or financial institution to secure their issues.  A letter of credit is a certificate in which the bank or institution promises to repay the principal or interest if the issuer defaults. Paper sold with this type of credit enhancement is called LOC paper or documented paper.
  Instead of a credit enhancement, some companies collateralize their issue with other assets.  Included in this group of paper are securitized CP often issued by bank holding companies.  In these cases, a bank holding company sells CP to finance a pool of credit card receivables, leases, or other short‑term assets, with the assets being used to secure the CP issue.

2.6 CONCLUSION
In this chapter we have delineated the types, features, and markets of  debt securities sold by corporations to finance their real assets.  In the next chapter we continue our analysis of securities by examining government securities: Treasury, Federal Agency, and Municipal securities.
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BOND RATINGS





Standard & Poor's

Moody


Very high

quality

AAA AA

Aaa Aa
High

Quality

A BBB

A Baa
Speculative

BB B

Ba B
Very

poor

CCC D

Caa C


Moody's

S&P



DESCRIPTION



Aaa
AAA
Bonds have the highest rating. Ability to pay interest and principal is very strong.



Aa
AA
Bonds have a very strong capacity to pay interest and repay principal. Together with the highest rating, this group comprises the high grade bond class.



A
A
Bonds have a strong capacity to pay interest and repay principal, although they are somewhat susceptible to the adverse effects of changes in economic conditions.



Baa
BBB
Bonds are regarded as having an adequate capacity to pay interest and repay principal. Adverse economic conditions or changing circumstances are more likely to lead to a weakened capacity to pay interest and repay principal for debt in this category than in higher rated categories. These bonds are medium grade obligations.



Ba

B

Caa

Ca
BB

B

CCC

CC
Bonds are regarded as predominately speculative with respect to capacity to pay interest and repay principal in accordance with the terms of the obligation. BB and Ba indicate the lowest degree of speculations, and CC and Ca the highest degree of speculation.



C
C
This rating is reserved for income bonds on which no interest is being paid.



D
D
Bonds rated D are in default, and payment of interest and/or repayment of principal is in arrears.



At times both Moody's and Standard & Poor's have used adjustments to these ratings. S&P uses plus and minus signs: A+ is the strongest A rating and A- the weakest.  Moody's uses a 1, 2, or 3 designation -- with 1 indicating the strongest





     From Ross, Stephen A., and Westerfield, Randolph W. Corporate Finance, St. Louis:

     Times Mirror/Mosby College Publishing, 1988.
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    � Small companies, as well as some large ones, obtain their funds primarily from loans from institutions.  As noted in Chapter 1, many companies obtain the financing of their short�term assets by obtaining lines of credit from commercial banks.  The rates banks provide on the short�term loans are often quoted in terms of the prime rate (also called reference rate).  This is the rate banks provide to their most credit-worthy clients.  Banks and other financial institutions also provide businesses with intermediate and long�term loans.  Many corporations and development companies obtain long�term, permanent financing for the offices, shopping centers, and plants they build with commercial mortgage loan from banks, life insurance companies, and other financial institutions.


    � Under current tax laws the difference between principal and the price paid on zero discount bonds is treated as ordinary income for tax purposes and not as a capital gain.


    � If two or more companies own the asset, the bond is referred to as a joint bond.  A  popular use of equipment trust bonds, as well as mortgage bonds, is for the issuing company to purchase the equipment (plane, machine, etc.) or property from the proceeds of the bond issue, then transfer its ownership to a trustee who, in turn, leases it back to the company who will take title back once the interest and principal have been made.  This arrangement is sometimes referred to as the Philadelphia Plan.


    � It should be noted that in terms of priorities it  may be the case that a default could lead to the company being acquired by another company.  The new company, in turn, may be able to get the bondholders to agree to subordinate their debt to a new issue, a case that is quite possible if the bondholders determined that the sale of the pledged assets would be inadequate.


    � Companies often view subordinate debentures as an alternative to preferred stock financing; that is, they can be sold at rates comparable to preferred stock, and, as a debt instrument, the interest is tax deductible. Similarly, some firms find subordinate debentures which can be converted to shares of stock as an attractive means of financing.


    � Since bankruptcy proceedings can take some time, many speculators specialize in buying defaulted issues. They, in turn, can profit from such investments if the present value of the cash received at liquidation or the value of the new instrument (replacing the defaulted bond) from reorganization exceeds the price they pay for the defaulted bonds.


    � When a syndicate bids on an issue, the members must all agree on the correct price.  When agreement cannot be reached, the syndicate will break up and a smaller one put together.


    � The issuer may pay the bank or institution a fee for the letter of credit or the issuer may agree to maintain an account with the bank.
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