I. Chapter 20: Long-Term Debt
A. Definitions

1. Maturity

a) How long the debt is outstanding

2. Short-term

a) Maturity of ≤ 1 year

3. Long-term

a) Maturity of > 1 year

4. Unfunded debt

a) Short-term

5. Funded debt

a) Long-term

B. Publicly issuing bonds

1. Procedure = procedure for issuing equity

2. Indenture

a) Only included on bonds

b) Required in registration

c) Agreement between firm and a trust company

(1) Trust co. represents the bondholders

(a) Ensures all terms are obeyed

(b) Manages sinking fund

(c) Handles any default

d) Tells us

(1) Terms of bond

(2) Security, if any

(3) Covenants, if any

(4) Sinking fund, if any

(5) Call provision, if any

C. Basic terms

1. Face value usually $1000

2. Par value = face value, usually

3. Bond price = percentage of denomination

4. Bearer bonds

a) Ownership is not recorded

b) Clip and send coupon

c) Corp. cannot notify holders of events

d) But the owners get secrecy

(1) Maybe to avoid taxes?

5. Security

a) Collateral trust bond

(1) Pledge stock to secure bonds

b) Mortgage securities

(1) Secured by a mortgage on property
(2) Closed-end

(a) Limit to amount of bonds that can be issued

(3) Open-end

(a) Unlimited bonds can be issued

(b) Most common

(c) Riskier

(4) Blanket mortgage

(a) Covers many of the firm’s properties, rather than a specific one

c) Debenture

(1) Unsecured

(2) Claim is only senior to equity

6. Protective covenants

a) Limits the actions of the company

b) Negative covenants

(1) “You can’t”

c) Positive covenants

(1) “You must”

d) Benefit bondholders, because bond is protected
e) Benefit stockholders, because lowers interest rate on bonds

7. Sinking fund

a) To pay off the bond at or before maturity
b) Managed by trustee

c) Can be used to redeem bonds at maturity

d) Can be used to purchase bonds on the market

e) Can be used to call bonds

f) Often sinking fund payments aren’t enough to pay off the whole bond, so you get a balloon payment at maturity

g) Protect bondholders

(1) Early warning of trouble if sinking fund payments missed

h) Good for the firm too

(1) Money’s there to retire bonds early if interest rates go down

8. Call provision

a) Says when, how the bond can be bought back early

b) Call premium

(1) Extra $$$ that must be paid to buy back bond early

(2) Usually starts equal to coupon and decreases as bond gets older

c) Call-protected/deferred call

(1) Usually bonds can’t be called in first 5-10 years

(2) Specified in indenture

d) Required w/sinking fund, of course

e) Callable bonds must have higher interest rates to pay holders for risk of early call

f) Why issue callable bonds?

(1) Tax advantages

(a) If holder has lower tax rate than company, then higher coupon is tax-deductible to company and is taxed at lower rate at holder

(2) Future investment opportunities

(a) If you might have better opportunities in the future, you can hedge your bets

(3) Reduce interest rate risk

(a) As interest rates increase, value of callable bond decreases

(b) But callable bond has a higher coupon and a call option, so value will decrease less
g) When do you call a bond?

(1) When (callable-bond value) > (call price)

(2) That minimizes the value of the bonds

D. Bond ratings

1. Firms pay to have it done

2. Leading firms

a) Moody’s

b) S&P

3. Ratings and risk

a) Ratings reflect risk, don’t affect it

b) Lower rating = higher interest

4. Junk bonds

a) Also called “low-grade” or “high-yield”

b) Rating < BBB/Baa
c) Firms can issue a lot more low-grade paper than high-grade

(1) So it’s possible to do things w/junk bonds that weren’t possible before

d) Controversial

(1) Because interest is tax-deductible, so it’s kind of a tax dodge

(2) Because too much debt is a threat to solvency, and it’s easy to issue a lot of junk debt

(3) Because they’re often used to finance mergers and those have controversial consequences

E. Bond types

1. Fixed-dollar

a) Coupon rate is sent as % of par value

2. Floating-rate bonds

a) Coupon payments are adjustable, based on some index

(1) Usually with a lag

(2) Usually with floor-and-ceiling provisions

(3) Usually with put provision that lets the holder redeem the bond at the coupon date at par

b) Why?

(1) Because it reduces inflation risk

(2) And at a rate cheaper than rolling over lots of t-bills

3. Deep-discount bonds

a) Also called “original-issue discount”, “pure-discount”, “zero coupon”, “zeros”

b) No coupon payment

c) Why?

(1) Good for people who don’t need income but need their money there at some specific date

(a) For instance, life insurance companies forecasting death for a policyholder in 5 years

4. Income bonds

a) Payments are dependent on company income

(1) Only if they have enough income will the company pay them

b) Minimize chance of financial distress

(1) No default when a coupon is missed

c) Why not use them always?

(1) “Smell of death”

(a) Why would a firm issue such a bond unless they anticipated missing a coupon?

(2) Deadweight costs

(a) Incentivizes management to minimize profit

(b) Thus creating agency costs

(c) And pitting bondholders vs. stockholders

F. Private placement

1. More than 50% of all debt is privately placed

2. Effects

a) No SEC registration

b) More restrictive covenants

c) Renegotiable in case of trouble

d) Lower distribution costs

e) Higher interest rates

3. Term loans

a) Business loans with maturity 1-15 years

b) Loan is amortized over life of loan

c) Lenders are commercial banks

4. Private placement 

a) Longer maturity

b) Direct sale of loan or bonds to small number of investors

c) Lenders are insurance companies, pension funds

5. Syndicated bank loans

a) Most bank loans are < 1 year “bridge funding”

(1) Often to cover acquisition of inventory

(2) Self-liquidating: when the inventory is sold, the loan is repaid
b) Commitment

(1) Line of credit

(a) Revolving line with fixed term

(b) Fixed limit

c) Syndication

(1) Big banks have very high demand for loans

(2) Small banks often have extra, unused capital

(3) So big banks syndicate loans out to small banks

(4) Separate loan agreement for each bank

(5) Syndicated loans may be publicly traded

(6) Rated investment grade

(a) Unless it’s leveraged; then it’s junk

(7) Generally, higher default rates than comparable bonds

