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Chapter 11:

Corporate Bonds

THE CORPORATE TRUSTEE

A. The promises of corporate bond issuers and the rights of investors who buy them are set forth in great detail in contracts generally called indentures
1. The indenture is made out to the corporate trustee as a representative of the interests of bondholders
2. The trustee acts in a fiduciary capacity for investors who own the bond issue

B. A corporate trustee is a bank or trust company with a corporate trust department and officers who are experts in performing the functions of a trustee
1. The corporate trustee must, at the time of issue, authenticate the bonds issued — that is, keep track of all the bonds sold and make sure that they do not exceed the principal amount authorized by the indenture

2. It must then be a watchdog for the bondholders by seeing to it that the issuer complies with all the covenants of the indenture

C. It is very important that corporate trustees be competent and financially responsible
1. There is a federal statute known as the Trust Indenture Act, which requires that for all corporate bond offerings in the amount of more than $5 million sold in interstate commerce there must be a corporate trustee
2. The indenture must include adequate requirements for performance of the trustee’s duties on behalf of bondholders

3. There must be no conflict between the trustee’s interest as a trustee and any other interest it may have, especially if it is also a creditor of the issuer

4. There must be provision for reports by the trustee to bondholders
5. If a corporate issuer fails to pay interest or principal, the trustee may declare a default and take such action as may be necessary to protect the rights of bondholders

6. If the corporate issuer has promised in the indenture to always maintain an amount of current assets equal to two times the amount of current liabilities, the trustee must watch the corporation’s balance sheet and see that the promise is kept

7. The trustee is paid by the debt issuer and can only do what the indenture provides

8. Also, the trustee is usually under no obligation to exercise the rights or powers under the indenture at the request of bondholders unless it has been offered reasonable security or indemnity
9. The trustee is not bound to make investigations into the facts surrounding documents delivered to it, but it may do so if it sees fit

D. The terms of bond issues set forth in bond indentures are always a compromise between the interests of the bond issuer and those of investors who buy bonds
II. SOME BOND FUNDAMENTALS

A. Bonds Classified by Issuer Type

1. The five broad categories of corporate bonds sold in the United States based on the type of issuer are

a. Public utilities

b. Transportations

c. Industrials

d. Banks and finance companies

e. International or Yankee issues

2. Finer breakdowns are often made by market participants to create homogeneous groupings

B. Corporate Debt Maturity

1. A bond’s maturity is the date on which the issuer’s obligation to satisfy the terms of the indenture is fulfilled
2. Investors’ perceptions of what constitutes short- and long-term maturity for bonds has undergone considerable change over time

3. Before the Great Depression, there were a number of long-term bond issues with maturities of 100 or more years

4. Since the early 1970s, the average maturity of domestically issued new corporate debt shortened distinctly
C. Interest Payment Characteristics

1. The three main interest payment classifications of domestically issued corporate bonds are

a. Straight-coupon bonds

b. Zero-coupon bonds

c. Floating-rate, or variable-rate, bonds

2. Bonds are represented by a certificate, similar to a stock certificate, with a brief description of the terms printed on both sides (registered bonds)
a. The registered bond certificate is on its way out as more and more issues are sold in book-entry form
i. This means that only one master or global certificate is issued

3. Straight-coupon (or fixed-rate) bonds have an interest rate set for the life of the issue

4. There are a few issues of bonds that can participate in the fortunes of the issuer over and above the stated coupon rate
a. These are called participating bonds, as they share in the profits of the issuer or the rise in certain assets over and above certain minimum levels

5. Another type of bond rarely encountered today is the income bond
a. These bonds promise to pay a stipulated interest rate, but the payment is contingent on sufficient earnings and is in accordance with the definition of available income for interest payments contained in the indenture

b. Interest may be cumulative or noncumulative

i. If payments are cumulative, unpaid interest payments must be made up at some future date

ii. If noncumulative, once the interest payment is past, it does not have to be repaid

6. Zero-coupon bonds are bonds without coupons or an interest rate

a. The difference between the face amount and the offering price when first issued is called the original-issue discount (OID)
b. One important risk is eliminated in a zero-coupon investment — the reinvestment risk
c. Finally, a variation of the zero-coupon bond is the deferred-interest bond (DIB), also known as a zero/coupon bond
i. These bonds have generally been subordinated issues of speculative-grade issuers, also known as junk issuers

ii. Most of the issues are structured so that they do not pay cash interest for the first five years
iii. At the end of the deferred-interest period, cash interest accrues, and is paid semiannually until maturity, unless the bonds are redeemed earlier

d. An offshoot of the deferred-interest bond is the pay-in-kind (PIK) debenture
i. With PIKs, cash interest payments are deferred at the issuer’s option until some future date
ii. Instead of just accreting the original-issue discount as with DIBs or zeros, the issuer pays out the interest in additional pieces of the same security
iii. The option to pay cash or in-kind interest payments rests with the issuer

III. SECURITY FOR BONDS

A. Mortgage Bond
1. The issuer grants the bondholders a first-mortgage lien on substantially all of its properties

2. In return the issuer gets a lower rate of interest on the bonds than if the issue were unsecured

3. Often first-mortgage bonds are issued in series with bonds of each series secured equally by the same first mortgage
a. It is a lot easier and more advantageous to issue a series of bonds under one mortgage and one indenture than it is to create entirely new bond issues with different arrangements for security

b. This arrangement is called a blanket mortgage
4. The indenture imposes certain conditions that must be met before an additional series may be issued
a. It is common for a first-mortgage bond indenture to specify that property acquired by the issuer subsequent to the granting of the first-mortgage lien shall be subject to the first-mortgage lien
i. This is termed the after-acquired clause
ii. Then the indenture usually permits the issue of additional bonds up to some specified percentage of the value of the after-acquired property, such as 60%

iii. The other 40%, or whatever the percentage may be, must be financed in some other way

b. Another customary kind of restriction on the issue of additional series is a requirement that earnings in an immediately preceding period must be equal to some number of times the amount of annual interest on all outstanding mortgage bonds including the new or proposed series (1.5, 2, or some other number)

i. For this purpose, earnings are usually defined as earnings before income tax

c. Still another common provision is that additional bonds may be issued to the extent that earlier series of bonds have been paid off
5. You seldom see a bond issue with the term second mortgage in its title

B. Collateral Trust Bonds
1. To satisfy the desire of bondholders for security, they pledge stocks, notes, bonds, or whatever other kind of obligations they own
2. These assets are termed collateral (or personal property), and bonds secured by such assets are collateral trust bonds
3. The legal arrangement for collateral trust bonds is much the same as that for mortgage bonds

4. Indentures usually provide that, in event of default, the rights to vote stocks included in the collateral are transferred to the trustee

5. Collateral trust indentures contain a number of provisions designed to protect bondholders

a. Generally, the market or appraised value of the collateral must be maintained at some percentage (>100%) of the amount of bonds outstanding
b. If collateral value declines below the minimum percentage, additional collateral must be provided by the issuer

6. Collateral trust bonds may be issued in series in much the same way that mortgage bonds are issued in series

C. Equipment Trust Certificates
1. Many years ago, the railway companies developed a way of financing purchase of cars and locomotives, called rolling stock, that enabled them to borrow at just about the lowest rates in the corporate bond market

2. The legal arrangement is one that vests legal title to railway equipment in a trustee, which is better from the standpoint of investors than a first-mortgage lien on property

3. Railroad ETCs are usually structured in serial form (that is, a certain amount becomes payable at specified dates until the final installment)

a. The advantage of a serial issue from the investor’s point of view is that the repayment schedule matches the decline in the value of the equipment used as collateral
b. Hence, principal repayment risk is reduced

4. The beauty of this arrangement from the viewpoint of investors is that the railroad does not legally own the rolling stock until all the certificates are paid
5. In practice, these certificates are regarded as obligations of the railway company that leased the equipment and are shown as liabilities in its balance sheet
6. It is significant that even in the worst years of a depression, railways have paid their equipment trust certificates, though they did not pay bonds secured by mortgages

D. Debenture Bonds
1. Investors often buy large issues of unsecured bonds (debentures) just as they buy first-mortgage bonds

2. Debenture bondholders have the claim of general creditors on all assets of the issuer not pledged specifically to secure other debt
3. These unsecured bonds are sometimes issued by companies that are so strong financially and have such a high credit rating that to offer security would be gilding the lily
4. These debentures rank below the mortgage bonds or collateral trust bonds in their claim on assets, and investors may regard them as relatively weak

5. This is the kind that bears the higher rates of interest
6. Even though there is no pledge of security, the indentures for debenture bonds may contain a variety of provisions designed to afford some protection to investors
a. Frequently the amount of a debenture bond issue is limited to the amount of the initial issue

b. Sometimes additional debentures may be issued a specified number of times in a recent accounting period, provided that the issuer has earned its bond interest on all existing debt plus the additional issue

c. If a company has no secured debt, it is customary to provide that debentures will be secured equally with any secured bonds that may be issued in the future

i. This is known as the negative pledge clause
d. Some provisions of debenture bond issues are intended to give the corporate trustee early warning of deterioration in the issuer’s financial condition

e. Another common restriction is one limiting the payment of cash dividends by the issuer

f. Another restriction limits the proportion of current earnings that may be used to pay dividends

E. Subordinated and Convertible Debentures
1. Many companies have issued subordinated debenture bonds
a. Owners of this kind of bond stand last in line among creditors when an issuer fails financially

2. Issuers would have to offer a higher rate of interest unless they also offer some special inducement to buy the bonds

a. The inducement can be an option to convert bonds into stock of the issuer at the discretion of bondholders

3. The bonds may be convertible into the common stock of a corporation other than that of the issuer
a. Such issues are called exchangeable bonds
4. There are also issues indexed to a commodity’s price or its cash equivalent at the time of maturity or redemption

F. Guaranteed Bonds
1. Sometimes a corporation may guarantee the bonds of another corporation
2. A guaranteed bond may have more than one corporate guarantor
IV. PROVISIONS FOR PAYING OFF BONDS

A. Call and Refund Provisions
1. A common practice is a provision that denies the issuer a right to redeem bonds during the first 5 or 10 years if the proceeds from the redemption are from lower-cost funds obtained with issues ranking equally with or superior to the debt to be redeemed

a. This type of redemption is called refunding
b. Bond market participants often confuse refunding protection with call protection

i. Call protection is much more absolute in that bonds cannot be redeemed for any reason
ii. Refunding restrictions only provide protection against one type of redemption, as mentioned above

2. As a rule, corporate bonds are callable at a premium above par
a. When less than the entire issue is called, the specific bonds to be called are selected randomly or on a pro rata basis

B. Outright Redemptions
1. Outright redemptions mean the call of debt at general redemption prices
C. Sinking-Fund Provision
1. Term bonds may be paid off by operation of a sinking fund

2. The issuer may satisfy the sinking-fund requirement in one of two ways

a. A cash payment of the face amount of the bonds to be retired may be made by the corporate debtor to the trustee

b. The issuer can deliver to the trustee bonds, purchased in the open market, with a total face value equal to the amount that must be retired

3. Many electric utility bond issues can satisfy the sinking-fund requirement by a third method

a. Instead of actually retiring bonds, the company may certify to the trustee that it has utilized unfunded property credits in lieu of the sinking fund

4. The issuer is granted a special call price to satisfy any sinking-fund requirement

5. There are two advantages of a sinking-fund requirement from the bondholder’s perspective
a. Default risk is reduced because of the orderly retirement of the issue before maturity

b. If bond prices decline as a result of an increase in interest rates, price support may be provided by the issuer or its fiscal agent, because it must enter the market on the buy side in order to satisfy the sinking-fund requirement

6. The disadvantage is that the bonds may be called at the special sinking-fund call price at a time when interest rates are lower than rates prevailing at the time of issuance

7. Usually, the periodic payments required for sinking-fund purposes will be the same for each period

8. Many corporate bond indentures include a provision that grants the issuer the option to retire more than the amount stipulated for sinking-fund retirement
a. This option, referred to as an accelerated sinking-fund provision
9. With the exception of finance companies, industrial issues almost always include sinking-fund provisions
D. Maintenance and Replacement Funds
1. Calls under maintenance and replacement fund (M&R) provisions first occurred in 1977-78

2. Not all electric utility companies provide maintenance and replacement fund requirements for all of their mortgage debt

E. Redemption through the Sale of Assets and Other Means
1. Because mortgage bonds are secured by property, bondholders want the integrity of the collateral to be maintained

2. Many utility bond issues contain provisions regarding the confiscation of assets by a governmental body through the right of eminent domain or the disposition of assets by order of or to any governmental authority

V. CORPORATE BOND RATINGS

1. Most individual bond investors and some institutional bond investors rely largely upon bond ratings published by several organizations that do the job of bond analysis and express their conclusions by a system of ratings

2. The three major nationally recognized statistical rating organizations (NRSROs) in the United States are

a. Moody’s Investors Service, Inc. (Moody’s)

b. Standard & Poor’s Corporation (S&P)

c. Fitch
VI. EVENT RISK

A. Events such as decapitalizations, restructurings, recapitalizations, mergers, acquisitions, leveraged buyouts, and share repurchases, among other things, often caused substantial changes in a corporation’s capital structure, namely, greatly increased leverage and decreased equity

1. Shareholders were being enriched at the expense of bondholders

B. In reaction to the increased activity of corporate raiders and mergers and acquisitions, some companies incorporated “poison puts” in their indentures

1. These are designed to thwart unfriendly takeovers by making the target company unpalatable to the acquirer
2. The poison put provides that the bondholder can require the company to repurchase the debt under certain circumstances arising out of specific designated events such as a change in control

3. Some issues provide for a higher interest rate instead of a put as a designated event remedy

C. Event risk has caused some companies to include other special debt retirement features in their indentures

1. An example is the maintenance of net worth clause included in the indentures of some lower-rated bond issues

D. Protecting the value of debt investments against the added risk caused by corporate management activity is not an easy job

VII. SPECULATIVE-GRADE BONDS

A. Speculative-grade bonds are those rated below investment grade by the rating agencies

1. BB+ and lower by Standard & Poor’s Corporation

2. Ba1 and less by Moody’s Investors Service, Inc

3. They may also be unrated, but not all unrated debt is speculative

4. Also known as “junk bonds,” promoters have given these securities other euphemisms, such as “high-yield interest bonds,” “high-yield opportunity debt,” and “high-yield securities”

B. Types of Issuers

1. Original Issuers
a. Young, growing companies lacking the stronger balance sheet and income statement profile of many established corporations, but often with lots of promise

i. Also called “venture capital situations” or “growth or emerging market companies,” the debt is often sold with a story projecting future financial strength

ii. From this we get the term “story bond”

b. Established operating firms with financials neither measuring up to the strengths of investment-grade corporations nor possessing the weaknesses of companies on the verge of bankruptcy

i. Subordinated debt of investment grade issuers may be included here

ii. A bond rated at the bottom rung of the investment grade category (Baa and BBB) or at the top end of the speculative grade category (Ba and BB) is known as a “businessman’s risk”

2. Fallen Angels
a. “Fallen angels” are companies with investment-grade rated debt that have come upon hard times with deteriorating balance sheet and income statement financial parameters 

b. They may be in default or near bankruptcy
c. Some refer to these issues as “special situations”

3. Restructurings and Leveraged Buyouts
a. These are companies which have deliberately increased their debt burden with a view towards maximizing shareholder value

b. Newly issued debt gets junk bond status because of the company’s weakened financial condition

c. In a leveraged buyout (LBO), a new and private shareholder group owns and manages the company

i. The debt issue’s purpose may be to retire other debt from commercial and investment banks and institutional investors incurred to finance the LBO

ii. The debt to be retired is called bridge financing as it provides a bridge between the initial LBO activity and the more permanent financing

C. Unique Features of Some Issues

1. Three types of deferred coupon structures
a. Deferred interest bonds are the most common type of deferred coupon structure

i. These bonds sell at a deep discount and do not pay interest for an initial period, typically from three to seven years

b. Step-up bonds do pay coupon interest, but the coupon rate is low for an initial period and then increases (“step up”) to a higher coupon rate

c. Payment-in-kind (PIK) bonds give the issuers an option to pay cash at a coupon payment date or give the bondholder a similar bond
2. Extendible reset bond
a. The coupon rate may reset annually or even more frequently, or reset only one time over the life of the bond

b. Generally, the coupon rate at the reset date will be the average of rates suggested by two investment banking firms
c. Notice the difference between an extendible reset bond and a typical floating-rate issue

i. In a floating-rate issue, the coupon rate resets according to a fixed spread over the reference rate, with the index spread specified in the indenture

ii. The coupon rate on an extendible reset bond is reset based on market conditions (as suggested by several investment banking firms) at the time of the reset date

d. The advantage to investors of extendible reset bonds is that the coupon rate will reset to the market rate — both the level of interest rates and the credit spread — in principle keeping the issue at par value

3. Clawback provisions
a. Grants the issuer a limited right to redeem a portion of the bonds during the noncall period if the proceeds are from an initial public stock offering

b. In a few cases, proceeds from a secondary stock offering are also a permissible source of funds

c. Investors should be forewarned of clawbacks since they can lose bonds at the point in time just when the issuer’s finances have been strengthened through access to the equity market

d. Also, the redemption may reduce the amount of the outstanding bonds to a level at which their liquidity in the aftermarket may suffer
VIII. DEFAULT RATES AND RECOVERY RATES

A. Default Rates
1. A default rate can be measured in different ways

a. Issuer default rate

i. Use the issuer as the unit of study
ii. The default rate is the number of issuers that default divided by the total number of issuers at the beginning of the year

iii. Moody’s uses this default rate statistic in its study of default rates

iv. The rationale for ignoring dollar amounts is that the credit decision of an investor does not increase with the size of the issuer

b. Dollar default rate

i. The default rate is the par value of all bonds that defaulted in a given calendar year, divided by the total par value of all bonds outstanding during the year

ii. Edward Altman who has performed extensive analysis of default rates for speculative-grade bonds measures default rates in this way

2. With either default rate statistic, one can measure the default for a given year or an average annual default rate over a certain number of years
Cumulative $ value of all defaulted bonds

Cumulative $ value of all issuance x Weighted avg. no. of years outstanding
3. A cumulative annual dollar default rate is calculated as

Cumulative $ value of all defaulted bonds

Cumulative $ value of all issuance
B. Recovery Rates
1. Measuring the amount recovered is not a simply task

2. Moody’s study

a. Moody’s uses the trading price at the time of default as a proxy for the amount recovered

b. The recovery rate is the trading price at that time divided by the par value
3. While default rates are the same regardless of the level of seniority, recovery rates differ

a. The study found that the higher the level of seniority, the greater the recovery rate
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